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FOREIGN AID AND THE NEGATIVE “ TRADE EFFECT ” 
* IN UNDERDEVELOPED COUNTRIES* 


THE slow pace of economic progress in the less-developed countries 
is generally blamed on the insufficiency of investment funds and the 
weakness of inducements to invest. The insufficiencies of capital sup- 
ply and investment incentives are, in turn, attributed to the low rates 
of domestic saving and the limited size of the domestic market.’ 


While the responsibility for inadequate savings and the limited 
capacity to absorb capital in poor countries can be safely placed on 
the low levels of productivity and income, undue emphasis on this 
so-called “ vicious circle” of poverty and low productivity may obscure 
the significance of other limiting factors and belittle their impact on 
the development process. This paper proposes to show one such limit- 
ing factor. It intends to show that under conditions of free trade a 
stimulated initial rise in income in the poor countries through foreign 
aid, instead of becoming self-sustained and cumulative, may indeed 
reverse itself and depress domestic production and employment. 


I 


If the underdeveloped ‘countries’ “poverty” (i.., the level of 
absolute real income) were solely responsible for their meager savings 
and inadequate purchasing power, international transfers of capital 
could safely be relied upon to break the circle. In multiplier theory, 
an initial (and, @ fortiori, sustained) receipt of foreign aid could be 
expected to expand, by way of income growth, not only the size of 
the national market but also the magnitude of national savings.? The 
only offsetting effects on the growth of income would come from fami- 


* The author wishes to express his indebtedness to his colleague Joseph E. 

without whose comments, criticisms and assistance this article would not 

have taken its present shape. A word of thank is also due to Professors A. P. Lerner, 

Wytze Gorter, Boris Pesek, M. Kreinin, and M. Mueller for reading an earlier draft 
of the manuscript and making valuable comments. 


1 Cf. Ragnar Nurkse, Problems of Capital Formation in Underdeveloped Countries 
(New York: Oxford University Press, 1955) p. 5 ff. 


* Cf. Raul Prebisch, The Economic ey of Latin America and its Principal 
Problems (New York : United Nations, 1950) p. 5 
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liar “leakages” through imports, savings, or possible repercussions 
abroad.* 


In traditional multiplier theory, imports are generally considered 
entirely a function of national income. Accordingly, the foreign trade 


is AY, 1 
multiplier, K, = Ax is equal to iede 
relative small changes in income and injection into the income stream, 
c the marginal propensity to consume and g the marginal propensity to 
import. Assuming a linear marginal propensity to import and disregard- 
ing foreign repercussions, 


where AY and AX represent 


l 
Y= 
AY “i-e+e*~ 


With imports dependent solely on income, and given the rate of 
saving, the actual magnitude of the multiplier (and thus the growth of 
income) would depend on the size of g. The possible range for q is 
between zero and one. With a zero propensity to save, the maximum 
possible value of g is one.‘ Within the framework of traditional theory, 
therefore, regardless of the magnitude of qg (and the size of K,) the rise 


of national income would be assured. In the context of this paper c 
cannot be greater than one, and therefore, a g> 1, too, is impossible.° 
With g at its maximum (i.e., = 1) the multiplier will be at its minimum 
(i.e., =1). Thus, even if the entire injection into the income flow should 
be spent abroad, national income would increase by no less than the 


3 See Fritz Machlup, International Trade and the National Income Multiplier 
(Philadelphia : The Blackiston Co., 1948), pp. 78 ff. 


‘ The possibility of such a high marginal propensity among the poor but 
‘* world conscious ’’ nations is not unlikely. This is presumably what Holzman and 
Zeliner have in mind when they state that : “ In the case of gifts such as unilateral 
government aid, the multiplier effect is likely to be very small or zero (due to) an 
immediate and equal increase in the value of imports.”” See F. D. Holzman and 
A. Zeliner, ‘* The Foreign Trade and Balance-Budget Multipliers,” American Economic 
Review (March, 1958), p. 75. 


5 The literature on the multiplier theory, however, is not without its ambi- 
guities. J.J. Polak in “ The Foreign Trade Multiplier” (American Economic Review, 
December 1947, p. 892) and L. Metzler in “‘A Multiple-Region Theory of Income and 
Trade” (Econometrica, October 1950, p. 842) argue for the possibility of c passing 
beyond unity. Yet it is difficult to believe that they are treating c as the marginal 
propensity to consume “ « In Keynes’ terminology, c represents additional 
expenditure on consumer goods out of the additionalincome. If /\ cis a fraction of 
AY, then it cannot be greater than AY. Out of a dollar received, not more than 
a dollar can be spent. But if /\c is not necessarily an increment in consumption out 
of the additional income but any increase in consumption associated with increased 
income, then ¢ > 1 is of course possible. Any such increase in consumption, however’ 
reflects an upward shift in the consumption function and should not technically be 
called marginal propensity. 
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amount of the injection. Domestic income, however, will in this case 
remain unchanged.*’ 


While the assumption of imports as a function of national income 
alone is analytically necessary and pedagogically useful, its identifica- 
tion with the real situations in the present world economy may lead to 
incorrect conclusions about the actual behavior of imports and may 
indeed exaggerate the income-generating effects of foreign assistance, 
Should an increase in foreign exchange earnings and/or reserves, for 
example, enable people to consume more foreign products than they 
intended to consume, the effect on the domestic product of a foreign 
grant woiuld be altogether different. Even with an initially small g 
(and a large Kr) an increase in domestic income is no longer predictable. 


Allowing for imports to respond not only to a change in income 
(indicated by g) but also to changes in tastes, availability of foreign 


1 
credit, and the like, the net result will be: AY = acts § AX — M, ) 


where M, represents a change in import not directly induced by a prior 
change in income. Now, if imports should no longer be considered a 
function of income alone, but allowed to change “autonomously ” as 
well, it can be shown that the receipt of a foreign grant may actually 
decrease domestic product. That is to say, while the multiplier of the 


above equation is always positive (and in no case less than one), the - 


multiplicand may be negative, thus resulting in a negative change in 
income. 


Il 


The possibility of a negative change in income is recognized by 
Holzman and Zellner. Their argument is that if a part of the increas- 
ed imports through foreign aid is substituted for home products, the 
“ multiplier effect” would be negative.** But while their recognition 
of the adverse effects of unilateral transfers is interesting and signi- 
ficant, their “ multiplier effect”’ makes no distinction between the “ in- 
duced ” and “ autonomous” effects of such transfers. 


In the context of this paper, as long as additional expenditures on 
foreign goods are made out of the additional income (of the previous 


8-2 The difference between national and domestic incomes follows the traditional 
line : While national income refers to all the goods and services at the disposal of a 
community during a given time period, domestic income relates to all the s and 
services produced by the community itself. Thus foreign aid is a part of national 
income but not of domestic income. Unless otherwise stated, however, both con- 
cepts refer to real magnitudes and disregard monetary valuation. 

8-9 Op. cit., p. 75. This is, of course, only partly true. The substitution of 
imports for home products may be a necessary, but certainly not a sufficient, condi- 
tion for a decrease inincome. Even if the new (autonomous) imports should replace 
some import-competing home products, domestic income would not be reduced unless 
changes occur in other variables, A negative effect on domestic income could only 
come about if (1) funds previously spent on home products were totally saved, or 
(2) total new imports exceeded foreign aid. 
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period), they are called “induced”. It is quite possible and, in the 
case of poor countries very likely, that changes in income (foreign aid, 
export surplus, etc.) should give rise, via changes in taste or avail- 
ability of foreign credit to new import demands. Any such increases 
in imports beyond what was previously intended to be bought in foreign 
markets is tantamount to an upward shift in the import function and 
is here considered “ substitutive.”"° Accordingly, the multiplier effect 
in this paper refers only to “induced” changes, via income, in both 
home and foreign purchases. Any “ substitutive” shifts in favour of 
foreign purchases, via a change in taste, is called the import effect. The 
combination of multiplier and import effects will be called the trade 
effect. 


The negative effect of foreign aid on the domestic product would 
become clear once the multiplier and the import effects were jointly 
measured. It should be easy to see that, in the absence of offsetting 
factors," any increase in substitutive imports (i.c., an upward shift 
of the import function) will be accompanied by a downward shift in 
the propensity to consume local products. Any substitution of imports 
for local goods, in turn, would tend to depress the size of the domestic 
product. And the positive multiplier effect of an original injection into 
the income stream (e.g., foreign aid) may thus be offset by the “ sub- 
stitutive ” imports. 

These two effects can be seen in Figure I. Starting from an equili- 
brium income Y where X=M, “exports” are allowed to increase 
from X to X’. That is, the country is supposed to have received cer- 
tain unconditional grants in foreign exchange, which, in money terms, 
is tantamount to an increase in exports. Without a shift in the import 
function, even a q=1 would tend to increase income to Y,. An in- 
crease in substitutive imports (i.c., an upward shift of the import func- 
tion), however, has the tendency to reduce income to Y,. The move- 
ment from Y, to Y, is thus the true multiplier effect, the movement 
from Y, to Y, the import effect, and the change in income from Y, to 
Y,, the trade effect. The negative effect on income is clearly dependent 
on the size of the multiplier and the magnitude of substitutive im- 
ports. If the increase in substitutive imports is exactly equal to the 
extra “exports” (i.e., if propensity to consume domestic products is 
reduced by exactly the same amount) income would be unaffected.’* 


1° In Haberler’s prom we oo these ’ imports may still be called ‘* autonomous °’ 
even though they are act ”* by an increase in exports, etc. As long as 
imports are not caused in «particular way - ayo yiar anes eee” mena. 
they cannot technically be ** induced.” G. Haberler, “‘ The Foreign 
Trade prorat Comment,” Salata lanamietereal (December, 1947), p. ae n 

11 E.g., an autonomous increase in domestic investment or government expen: 
tures, an in real exports due to foreign repercussions, repatriation of capi ona 
invested abroad, etc. 

12 In his “‘ The Volume of Foreign Trade and the Level of Income,” W. F. 
S shows that under certain specific conditions even a “ balanced *’ increase in 
trade may be income-generating. See Quarterly Journal of Economics, February, 
1947). 
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Figure I 








. Exports and Imports 


lin Et we a ee 





oy 





If, however, increased availability of foreign exchange should result in 
a greater demand for imports, income may actuaily decrease. 


The possibility of increase in substitutive imports is already evident 
in most underdeveloped countries. Economic underdevelopment gene- 
rally goes hand in hand with (a) concentration on agricultural and raw 
materials production, and (b) absence or “infancy” of manufacturing 
and commercial services. To the extent that they are available, dome- 
stic manufactures in general and many services (e.g., entertainment, 
travel, medical care) in particular, are usually of inferior quality, or 
commonly regarded as such. They do not favourably compare with 
imports either in quality or in price. In a real or imaginary sense, 
they are Giffen goods. Naturally, the income elasticity of demand for 
foreign substitutes is high. 


An increased supply of foreign exchange (e.g., a foreign currency 
grant) is thus quite likely to be totally spent on foreign goods, And 


x 
2 
= 
- 
2 
= 
a 
= 
= 
2 
= 
ee 
> 
os 
a 
=< 
| 
a 





110 THE INDIAN ECONOMIC JOURNAL 


if continued, such “unrequited” imports may increase consumer ap- 
petite for foreign products to such an extent as to reduce the demand 
for local wares. With no restriction on the use of foreign funds, not 
only the conspicuous consumers and the nouveau-riche but almost all 
upcoming groups in the economy may decide to divert some of their 
domestic purchases to foreign markets. Where this happens, an initial 
rise in national income through. foreign aid, instead of making the 
domestic product self-sustaining and cumulative, would have a ten- 
dency to make it regressive. That is, while the “multiplier effect” of 
foreign aid (through an increase in total spending) would tend to raise 
national income, its “import effect” (through a decrease in consump- 
tion of home products) would be more than enough to reverse the 
trend, and the domestic income may actually fall back.'* 


Nurkse’s celebrated thesis lends credence to this analysis. Extend- 
ing Duesenberry’s demonstration effect”’* beyond national boundaries, 
Nurkse argues that an increase in income in poor countries may 
open their eyes to the existing disparities in international levels of 
living, and may raise their propensities to consume and to import. And 
the greater becomes their “ awareness” of the gap in the international 
standards of life, the greater would be their desire “to live beyond 


their means.”** The fact stressed in this paper is that the relative 
inferiority of home products may cause the propensity to import to go 
up more than the propensity to consume, and thus may impede the 
growth of domestic income. 


Even if the empirical significance of Nurkse’s thesis be question- 
ed,’* the analysis of this paper would not be damaged. An increase 
in total spending is not absolutely necessary. What matters here is 
that there is a shift from the consumption of domestic goods in favour 
of imports. And, given the low quality of domestic products and the 
high income elasticity of demand for imports, the possibility of such 
displacement is not remote.*’ 


13 Needless to say, as long as additional imports are paid for by a continuously 
increasing amount of foreign aid, naional real income will remain unchanged. 


14 James L. Duesenberry, Income, Saving and the Theory of Consumer Behaviour 
(Cambridge, Massachusetts : Harvard University Press, 1949), p. 27. 


18 Op. cit., pp. 61-75. 


16 See Donald MacDougall’s comments in his The World Dollar Problem (London : 
Macmillan, 1957), pp. 62-64, 


17 The possibility of a rise in the propensities to consume (and import) due to 
availability of a larger variety of goods and services was emphasized by Stolper, 
op. cit., p. 297. In the context of the post-war dollar shortage, Kindleberger (“ In- 

ternational Monetary Stabilization,” Essays in Postwar Economic Problems, New 
York, 1948, pp. 375-90, and The Dollar Shortage, New York, 1950, pp. 18-18) and 

MacDougall (op. cit., pp. R. 201-808) aleo show s world tendency towerd increasing 
Somand fee Amarone laest things” and a chronic dolar shortage in the midst o 
higher real incomes throughout the world. 





NEGATIVE “ TRADE EFFECT” 


II 


The relationships between exports, induced and substitutive im- 
ports, and income in a “typical” underdeveloped country can be ex- 
plained in the following simplified system : 


Equations Limiting Assumptions 


(1) Y=C+X-—M where X = X, 
(2) C=C’+M 

(3) C’=a+bY where C’> 0 
(4) M=mT+mT’+qY where T = T, 
(5) T’=t’ (X, Y) 


Equation (1) is the Keynesian national income identity with C re- 
presenting total consumption, X exports, and M total imports. For the 
sake of simplicity, domestic savings, investments and government ex- 
penditures are assumed to be zero, and exports (X) equal to the pre- 
vious period’s exports (X,). To-eliminate complications arising from 
various lags, all influences afe assumed to take place within a single 
period. The system can be easily expanded to include these variables 
with no damage to its basic conclusions. Equation (2) shows C’ the 
domestic, and M the foreign components of total consumption. Equa- 
tion (3) indicates the value of domestically produced consumption to 
be always positive. Equation (4) divides total imports into mT+mT’, 
substitutive (consumer goods) import as a function of tastes, etc., and 
q the marginal propensity to import as a function of income alone. ,’e 
Tastes (T) are assumed unchanged and thus equal to the previous 
period’@ tastes (T,). In this case, mT+mT”’ equals M,, the autonom- 
ous part of imports. 


Equation (5) deals with consymers’ tastes. Tastes include an un- 
explained part T, referring to a variety of intagible and non-measurable 
factors which are assumed given and constant. T’, on the other hand, 
is the explained part of tastes, reflecting changes in the ways of living 
and habits of consumption that result from increased foreign exchange 
receipts and increasing accessibility to foreign markets."* Exports are 
assumed totally autonomous. 


Given the level of exports, equations (4) and (5) will give us the 
total level of imports. For each level of imports, equation (2) will 


17a, All imports are assumed to be for consumption. 


18 Although the inadequacy of output data and ubiquitous existence of trade 
and exchange regulations in the less-developed countries do not permit an empirical 
verification of this assumption, the post-war experiences of some of the countries 
in the Middle East may serve as a partial evidence of the correlation, between a 
sine in income, nad. Oe, See ne in the demand for domestic industrial 

See Economic Developments in the Middle Bast, 1945, (New York ; 
United Nations, II C-2, 1955) pp. 86, 45, 157, and 230, 
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give us the level of domestic consumption. Since domestic income, 
inter alia, is a function of domestic consumption, for each level of C’, 
equation (1) will give us the proper level of domestic income. Thus 
for each level of export, we have a corresponding level of income and 
the system is determinate. The process can be depicted graphically. Part 
A of Figure 2 shows imports as a positive function of exports. Part B 
is merely equation (2). Part C shows the dependence of income on 
domestic consumption. Part D is the resulting relationship between ex- 
ports and income. 


Figure II 
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Part B 


Under this system, an export surplus resulting from a good bum- 
per crop, an improvement in the terms of trade, or an unregulated 
foreign aid may shift aggregate consumer demand in favour of im- 
ports and, by depressing conditions in the industrial and service 
sectors, lead to a fall in domestic income. 


; The: process may for some time and: to some extent be chronic 
and cumulative, but cannot be explosive or unstable. This is true 
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because even though a country continues to receive foreign subsidies 
year after year, the limits to the substitution imports for domestic pro- 
ducts would be set by the ultimate impossibility of living on imports 
alone (condition of equation (3)). Even if all the manufactured pro- 
ducts could be imported from abroad, some basic goods and all “ on- 
the-spot”” services must be procured at home. Such an ultimate out- 
come resembles the situation in underdeveloped countries in their pre- 
industrialization era where all of the “luxuries” and many of the 
necessities of life are imported from abroad.'* For an underdeveloped 
country in the process of industrialization the limit to the fall in dome- 
stic income would be a return to agricultural and raw materials pro- 
duction and renewed dependence on imports for industrial and manu- 
facturing need. 


4 


The truly “restrictive” assumptions of this system lie in the im- 
plicit constancy of wages and prices on the one hand, and a continuation 
of balance of payments disequilibrium, on the other. The assumption 
of constant wages and factor prices symbolizes the failure of an auto- 
matic mechanism for reallocating domestic resources. Were it not for 
this assumption, domestic industries facing declines in consumer demand 
could shift their resources into the other exports or import-competing 
goods, and thus avert a fall in national income.” The absence of such 


an adjustment process, although clearly limiting the scope of the an- . 


alysis, is not altogether unrealistic for most underdeveloped countries. 
Resources of these countries are typically underemployed. Their ex- 
port possibilities are fairly limited. Supply elasticities are relatively 
low. Wages, particularly in the industrial sector, are ordinarily fixed 
by the government or through bargaining. Under these circumstances, 
resources released in domestic industries because of import substitu- 
tion cannot be easily reemployed in the short and immediate runs. 


The possibility of continuing balance of payments disequilibria 
implies that an underdeveloped country may continue to receive for- 
eign currency grants and/or loans year after year without being forced 
to take corrective measures to redress its balance of payments. This 
assumption, again, is not unrealistic. Jordan, Laos, South Korea and 
South Viet-Nam, for example, have been continually subsidized since 
the end of World War II. Other countries in the Middle East, Asia, 
Africa and Latin America, too, have had continuous imbalance of 
payments while being perennial recipients of United States aid. 


18 Cf. Frédéric Clairmonte, Le Libéralisme Economique et les Pays Sous Développés 
(Paris : Minard, 1958), p. 275. 


2° In his review of The World Dollar Problem, Kindleberger took MacDougall 
to task on this issue by questioning whether the “dollar shortage”’ was in fact struc- 
turally conditioned (i.e., due to demand inelasticities for American new products) 
or whether it was monetary (i.c., due to the failure of the adjustment mechanism 
to reallocate resources). P. Kindleberger, “‘The Dollar Shortag: 
Re-Revisited, Economic Review (Sune, 1958), p. 890. 
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IV 


The magnitude of the depression in domestic industries because 
of import substitution depends on (a) the degree of industrial under- 
development, (b) possible changes in exchange rates, and (c) the pat- 
tern of domestic income distribution. The first factor is self-evident. 
The more “ primitive” are the domestic industries and the cruder the 
domestic wares, the greater will be the preference for imports and the 
severer will be the effects of a rise in substitutive imports and a de- 
cline in demand for home products. 


Change in exchange rates affect the displacement of domestic pro- 
ducts in the familiar manner. As long as exchange rates remain the 
same, no new problerif-arises. But if changes in national income are 
accompanied by changes in the exchange rate (the external price 
levels), the effects of external price changes should also be taken into 
account, If the rise in income is caused by a good domestic crop, for 
example, the resulting increase in the demand for imports under freely 
fluctuating exchange rates, ceteris paribus, would raise the rate of ex- 
change and, thus, result in a smaller volume of imported goods and 
services. In this case, the familiar substitution effects in favour of 
cheaper domestic products may, to a degree, offset the income effects in 
favour of higher quality foreign products, thus reducing the quantity 
demanded of imports. If, however, the initial rise of income is due to 
an increase in export or a foreign grant, the exchange rate may fall, 
and the rise in the demand for imports would cause a much larger 
volume. Here the income and substitution effects both work in favour 
of foreign goods with much more pronounced depressing results for 
home products. 


The distribution of income in the initial and subsequent periods 
also affect the extent of import substitution. The effect will be greater 
the more unequal is the share of initial and extra incomes in favour 
of “ world-conscious,” urban classes and against the masses of peasants 
and farm workers. On the other hand, should the additional output 
be distributed fairly equally among all economic strata, the result- 
ing increase in imports would be much more limited. In this case 
the domestic products that are substituted by imports for the high 
income groups may be taken off the market by the now more pro- 
sperous peasants and semi-skilled workers. 


In the absence of government intervention the only real possib- 
ility of sustained prosperity in consumer-goods industries can occur, 
therefore, when additional incomes are received by the very low in- 
come families which are likely to spend them on domestic (and rela- 
tively inferior) goods and services. Yet, this is only one possibility. 
In countries where a large portion of the peasant’s cash expenditures 
goes into imported products (e.g., sugar, tea, and cotton-piece goods). 
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even a fairly equal distribution of extra income may not be of much 
help. On the other hand, strong chauvinistic sentiments, aggressive sales- 
manship, and possible socio-religious strictures against foreign manu- 
factures may work in favour of smaller substitution of imports for 
domestic products. 


The foregoing analysis suggests a simple hypothesis that must be 
empirically tested and verified. Theoretically, it may serve as a partial 
explanation of the inability of foreign aid to help develop manu- 
facturing industries in underdeveloped countries under conditions of 
free trade. The similarity between this and the infant industry argu- 
ment, although important and real, should not be allowed to confuse 
their independent identity. The infant industry argument, stripped of 
its emotional undertones, is based on internal and external economies 
of producing import-competing products. It involves the case of homo- 
geneous goods and services produced under different cost conditions. 
Quality being almost the same for both home products and imports, 
price is the chief determinant of consumer choice. In the case discussed 
here, however, products are distinctly heterogeneous and preferences 
are clearly in favour of imports. Although, to be sure, quality is never 
regarded independent of price, price-quality comparisons become ex- 
tremely difficult when products are highly differentiated. That is, even 
when home products are actually best “for the price,” people may 
choose slightly superior products at relatively much higher prices. In 
such a case, simple increases in efficiency would not be enough and 
more deliberate efforts by the government become indispensable. 


If this hypothesis is correct there remain only two courses of 
action for countries trying to accelerate the growth of domestic income. 
One method of solving the problem is for import competing indus- 
tries to increase their efficiency considerably faster than their foreign 
competitors. If this can be accomplished, then even though the qual- 
ity of domestic manufactures may not altogether favourably compare 
with imports, their prices may. Thus, the substitution effects of a fall 
in the relative prices of home products might outweigh the income 
effects of discrimination against their quality. This seems to be partial- 
ly the course followed by the industrial late-comers in their early per- 
iods of growth throughout the 19th century. If, however, rapid 
advances in quality improvement, and/or product differentiation in the 
more advanced industrial economies, should prevent underdeveloped 
countries from catching up or keeping up with them, the only other 
method of achieving domestic industrial development would seem to 
be direct government intervention to protect and/or subsidize domestic 
industries. 


Los Angeles, | J. AMUZEGAR 
California. 
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EXPORT MOVEMENTS AND SHORT-TERM INTEREST 
RATES IN THE EARLY TWENTIES— 
A CYCLICAL ANALYSIS* 


THE purpose of this paper is to examine the hypothesis that move- 
ments in short term interest rates in India in the early Twenties were 
primarily determined by the fluctuations in exports. 


The analysis is carried out within the framework of a reference 
cycle described by the sequence May 1921-Feb. 1925-Dec. 1926, where 
the terminal dates denote the initial and terminal troughs respectively 
and the central date denotes the peak. The statistical analysis of 
monthly time series of exports and short term interest rates has been 
catried out according to the method adopted by the National Bureau 
of Economic Research. The method is described in detail in the treatise 
“ Measuring Business Cycles” by A. F. Burns and W. C. Mitchell. A 
brief outline of the method is given in the Appendix. 


The following examination of the relevant data indicates the very 
important role played by fluctuations in exports in the processes of 
expansion and contraction of economic activity. It is found that, in 


view of the comparatively inelastic supply of money during the refer- 
ence cycle, export variations, which were the major cause of fluctua- 
tions in the demand for credit, dominated the movements in the money 
market. The conclusion emerging from the argument of the following 
pages confirms the hypothesis stated above. 


The earlier part of the paper is devoted to the analysis of the 
nature and extent of fluctuations in exports during the reference cycle. 
In the later portion the impact of export variations on the short term 
interest rates is considered. The discussion in the paper is confined 
to the bank rate which is the rate at which the Imperial Bank ordinari- 
ly advanced money against Government securities and the bazar bill 
rate which is the rate at which the bills of small traders were discount- 
ed by shroffs who are also referred to in the paper as indigenous 
bankers." The bank rate is representative of the short-term rates in 
the organised sector of the money market and the bazar bill rate is 
representative of the rates prevailing in the semi-organised money 
market i.e., the bazaar.” 


Exports amounted to more than ten per cent of India’s national 
income during 1921-26 and consisted largely of agricultural raw mat- 


* I am grateful to Dr. Gerald Sirkin, ums Fullbright Professor at the 
University of Bombay, for helpful comments 


1. Figures of call money rates were not ‘available for years prior to 1925. 


2. India did not have vie my 9 oma 1985, The Imperial Bank acted also 
as the banker to the Government of 
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erials like cotton, jute and oilseeds. India had a monopoly of jute 
exports and was the second largest exporter of cotton in the world. 
It was also a major exporter of oilseeds. 


The strategic position India occupied in the world as a source of 
supply of raw materials to the economically advanced countries had 
an important bearing on the working of the Indian economy. The 
economically advanced countries suffered periodic fluctuations in econ- 
omic activity due to both endogenous and exogenous causes. As a 
result there were wide variations in their demand for raw materials, 
many of which were mostly imported. The peculiarities of agri- 
cultural production in general and the discontinuity of production and 
the short-run inelasticity of supply of agricultural products in particular, 
tended to magnify the impact of variations in external demand on the 
Indian economy. 


Variations in external demand particularly affected the output 
and prices of agricultural raw materials in India by influencing the 
level of exports. A high proportion of India’s total exports consisted 
of cash crops such as cotton, jute, oilseeds etc. Further a very high 
proportion of the domestic production of important raw materials like 
cotton and jute was exported as were also most of the jute manufac- 


tures. As the supply of these commodities was inelastic in the 
short-run a rise in foreign demand resulted in a rise in prices. When 
the world demand continued to be favourable over the years 1921-25 
cultivators tended to increase their production and also export a larger 
volume. In every succeeding period, a larger volume was exported at 
a higher price. Increased exports in response to rising world prices, 
led to a corresponding rise in domestic price of the commodities con- 
cerned. 


On the average, commercial crops like cotton, jute, oilseeds, etc. 
accounted for about thirty per cent of agricultural production. A very 
high proportion of the output of commercial crops was marketed either 
at home or abroad. This was in marked contrast to the marketing 
of food crops. Food crops formed nearly seventy per cent of agri- 
cultural production but a large part of total food output was consumed 
on the farm and did not enter the market. Only a small proportion 
was marketed. Commercial crops thus constituted a major proportion 
of the marketed surplus of the agricultural sector. Hence, fluctuations 
in output and prices of commercial crops in response to variations in 
external demand had a dominant impact on the monetised sector of 
the economy and also on the comparatively small non-agricultural 
sector. 


The spurt in exports during the reference expansion had a direct 
impact on the money market. Fluctuations in exports affected the 
demand for credit needed to finance the movement of crops from the 
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production centres to the major ports. The following table compares 
the movements in exports with those of money supply. It clearly in- 
dicates the importance of exports in the monetised sector of the 
economy. 


TABLE 1 
(Figures in crores of rupees) 
Currency Private 


Years > with the Deposits 
public in Banks 








1921 224 
1922 197 
1923 
1924 
1925 
1926 





Sources: a) Monthly Accounts Relating to Sea-borne Trade and Navigation of 
British India, Government of India. 


b) Banking and Monetary Statistics, Reserve Bank of India. 


The extent of credit required to finance the movement of crops 
depended primarily on two factors, viz., the size of the crop and the 
corresponding price level. There were good crops of cotton, jute, and 
oilseeds during the expansion phase and the prices of cotton and jute 
rose sharply during the reference expansion. As mentioned earlier, 
cummercial crops, most of the production of which was exported, con- 
stituted the major part of the marketed surplus of the agricultural 
sector. Therefore, the demand for funds on account of the movement 
of crops to major ports for export formed a high proportion of the 
total demand for credit. The stimulus provided by strong external 
demand led to a vigorous expansion of production of agricultural raw 
materials and a steep rise in prices in the early Twenties, the combined 
effect of which was an unprecedented rise in the demand for credit. 
In the following pages a detailed examination of variations in exports 
and the corresponding movements in output and prices of agricultural 
raw materials, therefore, precedes the study of movements in interest 
rates. 


Reference Expansion : 


There was a sharp rise in the level of exports during the reference 
expansion. The average standing of the level of exports rose from 
59 points in I to 144 points in V. The rise was particularly steep 
between stages I and II and between IV and V. (cf. Table 5 below). 


There was vigorous external demand during the reference ex- 
pansion for agricultural raw materials produced in India. The move- 
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ments in export unit price indicate the strong demand for cotton and 
jute which were the primary exports of India. (cf. Table 2). 


TABLE 2 





Export Unit Area under the 
price crop 
(in million acres) 





COTTON (in lakh bales) 
1921-22 


1922-238 
1923-24 
1924-25 
1925-26 
1926-27 


JUTE (in lakh bales) 
1921-22 . 


1922-23 
1928-24 
1924-25 
1925-26 
1926-27 


OILSEEDS (in lakh tons) 
1921-22 . 29 
1922-28 32 
1923-24 

1924-25 

1925-26 15-6 

1926-27 15°2 


54 
83 
80 
88 


120 
101 





Sources :—{a) Statisfical Abstract for British India, Government of India. 


(6) Indian Agricultural Statistics, P. J. Thomas and N. S. R. Sastry. 
Base year for Export Unit price relatives is 1921-22. 


Export unit price rose from 100 in 1921-22 to 151 in 1924-25 in the 
case of raw cotton and from 100 in 1921-22 to 195 in 1925-26 in the 
case Of raw jute. There was a very mild rise in the export unit price 
of oilseeds during the reference expansion. 


The sharp rise in external prices of cotton and jute was accom- 
panied by equally sharp movement in the quantities exported. The 
producers of cotton and jute reacted quickly to the phenomenon of 
rising prices. They tried to take advantage of the favourable prices 
by increasing the area under those crops (cf. Table 2). The consequent 
rise in supply was, however, more than offset by the strong demand 
from abroad. Export unit prices continued to rise during reference 
expansion leading to further increases in the area under cotton and 
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jute. Rising domestic production enabled the cultivators to export 
larger volumes at high and rising prices. 


TaBLe 3 


Stages of the Reference Cycle 





VI 
Raw Cotton Exports ... 127 
Price ... 
Raw Jute: Exports ... 102 
Price ... 130 
Oilseeds : Exports... 122 108 
Price ... 101 104 96 





Exports of cotton and jute constituted a very high proportion of 
their domestic production. A rise in demand for these commodities was, 
therefore, quickly reflected in rising export prices and in increases in 
the area devoted to these crops. In the case of oilseeds, however, a 
relatively smaller proportion, was exported. Variations in external 
demand for seeds affected supply to the domestic market in the first 
instance. The area devoted to seeds was more or less constant during 
the reference expansion and the marked rise in quantity exported was 
at the expense of supply to the domestic market. Hence, we find only 
a mild rise in the export unit price of seeds and at the same time a 
large rise in the volume of exports. Further, the mild price rise offered 
no stimulus to increased production. 


It is clear from the above analysis that rising external demand 
led to a vigorous expansion in India’s exports of agricultural raw mat- 
erials. The rapid rise in quantities exported was made possible by 
quick reaction of the producers to booming export prices. The rise 
in foreign demand was met partly by increased production and partly 
by diverting supplies from the domestic market. 


The diversion of supplies from the domestic to the foreign market 
had a marked impact on the course of domestic prices. The sharp 
rise in exports of agricultural raw materials in the early stages of ex- 
pansion was accompanied by a similar sharp rise in the domestic 
prices of those commodities (cf. Table 3). 


Here again we find that the price rise in the case of oilseeds was 
very mild while there was a substaintial rise in quantity exported. The 
rise in exports of oilseeds which formed a releatively small proportion 
of domestic production did not have much impact on the domestic 
prices. In the case of cotton and jute, however, domestic prices were 
severely affected by the rise in exports. 
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The unprecedented activity in the exports sector was not .matched 
by a corresponding rise in money supply. The currency with the 
public rose from Rs. 212 crores in 1921-22 to Rs. 234 crores in 1923-24. 
This modest rise in currency with the public was, however, accompani- 
ed by a fall in deposits from Rs. 224 crores to Rs. 179 crores and in 
cash reserves from Rs. 67 crores to Rs. 45 crores between 1921 and 
1923. As a result of the opposite movements of the volume of depo- 
sits and volume of currency with the public there was no appreciable 
change in money supply during the reference expansion. 


TABLE 4 


(Figurers in crores of rupees) 





Cash in hand and at Bank 


Advances 
Imperial Bank Imperial Exchange Other Commercial 
Bank Bank Banks 








16 
12 
7 
11 
10 
9 


SSsass 





Source :—“* Banking & Manetary Statistics’, Reserve Bank of India. 


Out of a decline of Rs.22 crores in total bank cash reserves 
during 1921-23 the fall in cash reserves of Exchange banks who mostly 
financed foreign trade amounted to Rs. 9 crores. If the contribution 
of commercial banks other than Exchange banks to the financing of 
exports is also taken into account, more than half the decline in cash 
reserves during 1921-23 could be attributed to the financing of exports. 


During the periods of slack trade the indigenous bankers kept their 
unutilised funds with the banks. These funds were the first to be 
withdrawn on a revival of trade. The rapid expansion of exports during 
the reference expansion led to a. keen demand for credit and the in- 
digenous bankers who were the first to be affected fell back on their 
bank deposits in their effort to meet the large demand for credit. 
Deposits declined, as mentioned earlier, from Rs. 224 crores in 1921 
to Rs. 179 crores in 1923. As was to be expected, the fall was most 
pronounced in the deposits at the commercial banks (other than Ex- 
change banks) which had close contact with the indigenous bankers. 


TABLE 5 
Stages of the Reference Cycle 


. = a: Vv VI 
Total Exports 59 #78 OF 2114 «144 +=» 120 
Bazaar Bill Rate 88 98 107 108 89 105 
Bank Rate 98 102 100 114 ~= 110 98 


ee DRED lh Md hd bide) Bod 


we 


q{ivV¥EGAviil 





THE INDIAN ECONOMIC JOURNAL 


The spurt in exports during the reference expansion was accom- 
panied by a rapid rise in the bazaar bill rate. The bazaar bill rate 
rose from 88 points in I to 107 points in III. The rise however, did 
not continue beyond middle expansion. During the years 1923 and 
1924 there were large net imports of gold amounting to Rs. 70 crores. 
The agriculturists enjoyed rising money incomes during the reference 
expansion and utilised their increased purchasing power to build up 
gold hoards. Those who hitherto hoarded silver rupee coins bought 
gold by offering silver rupees in exchange. The building up of gold 
hoards thus had the effect of bringing hoarded silver rupee coins back 
into circulation.’ The rise in the volume of rupee circulation initially 
increased the supply of funds in the bazar and tended to reduce slightly 
the bazaar bill rate. The bazaar bill rate declined from 107 points in 
III to 103 points in IV. 


As the expansion progressed the indigenous bankers were hesitant 
to assume the risk of discounting bills at the prevailing high bazaar 
bill rates. They had a better alternative use for their funds. High 
deposit rates were offered by banks who were in increasing need of 
funds as the expansion gathered momentum. Indigenous bankers pre- 
ferred to lend to the banks rather than discount bills. As a result 
high bazaar bill rates were nominal during late expansion, the volume 
of transactions at those rates being low. The demand for funds was 
thus diverted from the bazaar to the commercial banks. In early ex- 
pansion, the bazaar bill rate was rising rapidly while the bank rate 
was steady. The additional pressure on bank resources due to the 
diversion of demand from the bazaar was reflected in the rise in the 
bank rate. The average standing of the bank rate rose from 100 points 
in III to 114 points in IV. 


Banks tried to augment their resources by offering higher and 
higher deposit rates. Deposits rose from Rs. 179 crores in 1923 to 
Rs. 198 crores in 1924. The rise in deposits led, however, only to a 
small rise in cash reserves. To the extent that the rise in deposits 
took the form of a rise in fixed deposits as against current deposits, 
there would be a correspondingly smaller rise in cash reserves. A 
rise in the propotion of fixed deposits would, however, enable a larger 
volume of credit to be advanced on the same cash base. Banks utilised 
their resources to meet the large demand for funds in late expansion. 
The Imperial Bank stepped up its advances from Rs.55 crores in 
1923 to Rs. 70 crores in 1924 while the value of bills discounted and 
purchased rose from Rs. 6.6 crores in 1923 to the record figure of 
Rs. 10.4 crores in 1924. The bank rate remained high in late expan- 
tion the average standing at V being 110 points. 


‘1, Capital Dec. 1924 
2. Capital Mar. 1923 
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Reference Contraction 


Total exports declined steadily over the reference contraction. 
The fall was sharp between V and VI the average standing declining 
from 144 points to 120 points (Table 5). The fall in exports was 
however, not general. The unprecedented demand for raw cotton con- 
tinued well into the reference contraction. The diversion of demand 
from raw jute to jute manufactures on acount of high prices and non- 
availability of the fibre was reflected in the high level of export of jute 
manufactures between V and VIII. (Table 6). 


TaBLE 6 


Stages of the Reference Cycle. 
I II Ill IV Vv VI Vil Vill Xx 
Jute Manufactures : 


Exports ... «+» 68 68 95 108 127 126 181 119 102 
Price eee vee 67 86 96 106 112 118 119 94 92 


Raw cotton exports rose from 114 points in V to 127 points in VI 
in spite of a slight decline in export unit price in the corresponding 
period. Exports of raw jute declined sharply from 123 points in V 
to 102 points in VI in spite of a sharp rise in export unit price. Ex- 
ports of oilseeds declined gradually from 143 points in V to 76 points 


in VIII in response to a moderate fall in export unit price during the 


corresponding period. (cf. Table 3). 


The easy conditions in the money market following the slacken- 
ing of export activity in general were reflected in the fall in the bank 
rate. The volume of advances of the Imperial Bank fell from Rs..70 
crores in 1924 to Rs. 59 crores in 1925 while the cash reserves rose 
from Rs. 21 crores to Rs. 26 crores during the same period. As a 
consequence of the improved cash position of the Imperial Bank the 
level of the bank rate came down from 110 points in V to 95 points 
in VII. (Table 5). 


The rise in deposits and in the volume of curency with the public 
came to a halt in 1925 as did the rise in exports. The volume of de- 
posits in 1925 was Rs. 198 crores which was the same as in 1924. 
The volume of currency with the public was Rs. 235 crores as com- 
pared to Rs. 234 crores in 1924. The decline in the bazaar bill rate 
which commenced at stage III was arrested for a while by the rise in 
exports of cotton and jute manufactures and the consequent rise in the 
demand for funds. However, the decline continued after VII in agree- 
ment with the decline in the level of total exports as well as in exports 
of raw cotton and jute manufactures. 


During 1926 there was a further strengthening of the forces of 
contraction. Total exports fell from 114 points in VII to 90 points in 
VIII 2nd 88 points in IX. Exports of raw cotton, oilseeds. and jute 
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manufactures fell sharply between VII and VIII. So did the bank rate, 
the bazaar bill rate and the voume of notes in circulation. 


There was stagnation in the money market. Advances of the 
Imperial Bank dropped further from Rs. 59 crores to Rs. 47 crores 
and bills discounted and purchased from Rs. 9.6 crores to Rs. 5.5 
crores between 1925 and 1926, thus reaching the lowest levels since 
the inception of the Bank in 1921. The cash reserves of the Imperial 
Bank rose from Rs. 26 crores to Rs. 34 crores during 1925-26 and 
bank cash reserves rose by Rs.9 crores. Surplus funds in the bazaar 
were deposited with the banks as there was no profitable outlet for 
the use of those funds. The volume of bank deposits consequently 
rose from Rs. 198. crores to Rs. 207 crores during 1925-26 and 
the rise was mostly concentrated in the deposits of the commercial 
banks which were in close contact with the indigenous bankers. The 
volume of currency with the public recorded a decline from Rs, 235 
crores in 1925 to Rs. 228 crores in 1926. All sectors of the money 
market were thus affected by the general stagnation in export trade. 


Bombay JaisHiL C, Rao 


APPENDIX I 


The method followed by the National Bureau of Economic Re- 
search for studying fluctuations in the economy as a whole requires that 
the relevant time series should be analysed according to a given set 
of dates called the Reference Dates. The reference dates indicate the 
turning points of the refernce cycle. 


Method of obtaining Reference Dates: Monthly time series 
covering the different sectors of the economy are~selected and the 
seasonal variations are eliminated. They are then charted and the 
peaks and troughs are marked for each series. The date around which 
there is a cluster of turning points of individual series is taken as the 
corresponding reference cycle turning point. This process gives a sequ- 
ence of reference dates indicating the cyclical turning points for the 
economy as a whole. This sequence of dates is then checked with the 
evidence of business annals, Reference dates are tentative and may 
be changed on the strength of new evidence. 


Reference Cycle Pattern: The reference cycle given by the refer- 
ence dates in the trough-peak-trough sequence is divided into nine 
stages forming the reference cycle pattern. The initial trough, the peak 
and the terminal tough form stages I, V, and IX. The period between 
the initial trough I and the Peak V is divided into three equal parts 
constituting stages II, Ill, IV. The period between I and V is called the 
reference expansion. Similarly, stages VI, VII and VIII constitute the 
three stages of the reference contraction. 
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The monthly values of the time series covering the reference cycle 
are converted into reference cycle relatives by expressing them as per- 
centages of the average value of the series over the reference cycle. 
The average values of the reference cycle relatives covering each of the 
nine periods I to IX form the reference cycle pattern. The reference 
cycle pattern is prepared for each time series. The fact that the 
average standings at different stages are expressed in reference cyclé 
relatives makes comparison of reference cycle patterns of different time 
series possible. 


If 


The base valued used in the calculation of monthly reference cycle relatives 
are as follows : 


Total Exports : 
Exports—Raw Cotton 
am Raw Jute 
. Jute Manufacturing 
i Oilseeds 
Imperial Bank Rate: 
Bazaar Bill Rate (Bombay) 
Notes in circulation : 
Wholesale Price Index (Base; July 1914) 
Raw Cotton 
Raw Jute 
Jute Manufacturing 
Oilseeds 


Rs. 269 millions 
49,000 tons 
50,000 tons 
3-84 crores 
92,000 tons 
5-65 per cent 
9.40 per cent 
157 crores 


PORaOoOSD 


Ill 
Reference Cycle Stages. 


April 1921—June 1921 

June 1921—August 1922 
Sept. 1922—October 1928 
Nov. 1928—January 1925 
Jan. 1925—March 1925 
March 1925—September 1925 
Oct. 1925—April 1926 
May 1926—November 1926 
Nov. 1926—January 1927 
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FISCAL POLICY AND ECONOMIC DEVELOPMENT— 
A PERSPECTIVE 


Tue theory and institutions of public finance have undergone changes 
at every stage in their history. From ancient to medieval, and from 
there to Carmeralists and then to classical and neo-classical, and fin- 
ally to Keynesian and post-Keynesian is a long history of the evolu- 
tion of the theory and practice of public finance.' 


H. Christian Sonne in his introduction to Gerald Colm’s Essays 
in Public Finance and Fiscal Policy writes, “In reviewing the history 
of Economics, three main periods come to my mind ; 


(I) The period of enquiry with efforts concentrated on under- 
standing the working of economic system. 


(IT) The period of admiration when the system was regarded 
self-sufficient and as needing no interference. 


(IIT) The period of critical analysis when economists were less 
negative and began to give definite advice about what could 
be done, though at times—some say—contradictory 
advice.”? 


Broadly, public finance has followed the same course in three 
stages since it began as a suitable object for scientific study.’ First, 
the formative period of an integrated and comprehensive theory of 
public finance culminating in the works of Adam Smith.‘ This was 
followed by a brief interlude ; that of intensive and extensive theoris- 
ing during the Classical period, particularly, from 1793 to 1830—the 
period of Napoleanic war and post-war depression in Great Britain, 
It was a period of great polemics and heated controversies, which also 
provided the genesis of many modern controversies in aggregative 
analysis. 


1 Cf. J. Schumpeter, History of Economics Analysis, 1954 ; A.H. Hansen, Fisca. 
and Business Cycle, 1941; C. F. Bastable, Public Finacne, (2nd Ed.) 1895 ; 
Hugh Dalton, Principles of Public Finance (Ed.) 1954; Alfred Marshall, Principles 
of Economics, 1890, Gerhald Colm, Essays in Public Finance and Fiscal Policy, 1953 
A. C. Pigou, A Study in Public Finance, 1946; and Economics of Welfare (Ed.) 1950 ; 
P. E. Taylor, The Economics of Public Finance (Ed.) 1958; American Economic 
Association, Readings in Fiscal Policy, 1955; H. M. Groves, Viewpoints in Public 
Finance, 1948 ; J. M. Keynes, General Theory, 1986, Bent Hanson, The Economic 
Theory of Fiscal Policy, 1958, David Ricardo, Principles of Political Economy ; 
Adam Adon Sait, Wealth of Nations. 


® Gerhald Colm, Op. cit., pp. xiiiand xvi. 


* A. G. Buehler, “ Government Finance in a Stable and Growing Economy,” 
The Annals, 1949. 


* Wealth of Nations, Book V. 
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[he second period was that of the finance of economic liberalism 
which Mill’s eclecticism and negativism ushered in, to the unfortunate 
and total exclusion of the positivism of Blake, Malthus and Lauder- 
dale.’ The post-Mill writers adopted a disaggregative method in the 
study of public finance, which in practice became the golden -rule 
of Gladstonian financial practices of massive retrenchment. The public 
financial activity was to be reduced to the irreduciable minimum and 
was made to stand outside the working of the economic system.‘ 
There were two broad features in this period, (a) the study of the 
micro-economic effects of particular fiscal measures like Incidence 
Theory; (b) the acceptance of the normative Principle of Sound Finance 
which meant minimum governmental activity, balanced budgets, and 
the determination of the limits of public expenditure by the principle 
of Marginalism.’ 


/ The third stage broadly coincided with the period of Keynesian 
and post-Keynesian Revolution, which was vaguely anticipated in the 
works of Aftalion* in France, James Clark® and F. M. Taylor’® in 
United States, and Knut Wicksell'* in Sweden. In this public finance 
was looked upon as a two-fold process ; 


(a) Government budgets were reflecting the movement of the 
various variables in the economy. 


rmererr 


(b) These budgets were made to serve as an instrument of econ- 
omic change. The objectives of this economic change were 
to obviate or correct cyclical maladjustments and fluctua- 
tions ; to achieve full employment ; to achieve optimum rate 
of savings and investment; and to have optimum income 
distribution."* 


evrrmerer 
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Keynes made the profound: contribution of re-enthroning the 
aggregative method of analysis and struck a decisive blow at those 
who treated public finance’ in terms of disparate and independent 
elements. A part of Keynes’ attack on classical economists consisted 
of destroying two out of the three above mentioned principles of 
Sound Finance, namely. the Principle of Balanced Budgets, and the 
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5 J.S. Mill, Principles, 1948. T.R. Malthus, Principles, 1828. William Blake 
Observations on the Facts Produced by the Expenditure of the Government, 1828. Lord 
Lauderdale, Inquiry into the Nature and Origin of Public Wealth, 1804. 


* J. Schumpeter, op. cit., p. 477. 

7 Bent Hansen, The Economic Theory of Fiscal Policy, op. cit., pp. ix-x. 
® Revue d’Economie Politique, 1909. 

® Strategic Fctors in Business Cycles, 1984. 

1© Principles, 1921. 

11 Lectures on Political Economy (English), 1985. 


12 Max E. Millikan, Income Stabilization for a Developing Economy, 
“ The budget both reflects and shapes a nation’s economy.” J, rr my fe 8 
Budgeting, 1956, p. 59, 
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Principle of Marginalism. Instead, he introduced the principles of 
macro-economic effects of fiscal policy. Here, he brought into being 
the very change in the nomenclature through changed emphasis, that 
is, from Public Finance to Fiscal Policy.'* Not the least important 
contribution of Keynes’ fiscal policy “has been its aid in bringing the 
field of public finance back into the mainstream of economics.”'* 


Most of the countries of the world will be found in this last 
mentioned stage in which fiscal policy is accepted as an instrument 
of economic change. This approach does not accept any self-contain- 
ed theory of economic policy and certainly rejects any independent 
self-contained theory of taxation as separated from public expenditure. 
There can be no strictly endogenous rules of public finance.** This 
view also rejects the neo-classical position which believes that Gov- 
ernment expenditures are not viewed as non-existent, but are already 
constant.** Nor does it stop at considering as important instrument 
of policy, to leave with people the right amount of money. 


There were several factors which brought about this change. 
First, the failure of free enterprise economy, whether unregulated or 
regulated by monetary policy, to achieve economic objectives. Adam 
Smith’s theory of invisible hand turned out to be no more than a charm- 
ing metaphysical illusion. The system brought in its wake a host of 
problems like unemployment, absence of optimum utilization of re- 
sources etc. It was no longer considered as an essential pre-requisite 
for equilibrium and growth.’’ Secondly, the failure of monetary policy 
of pump-priming by means of which it was expected to create con- 
fidence in the business community and to revive the economic opti- 
mism proved inadequate. The experience showed that the economy 
could not lift itself by its own bootstraps. Pump-priming only re- 
placed absolute neutrality of economic liberalism by sheer opport- 


13 “ At first the problems of depression and now the necessities of war have 
converted * government finance ’ into “t fiscal policy,”——H. M. Somers, “The Impact 
of Fiscal Policy on National Income,”’ The Canadian Journal of Economics and Politi- 
cal Science, 1942. 

‘* By fiscal policy is meant the use of public finance or expenditure, taxes, borrow- 
ing, and financial administration to further our national economic objectives ”’ 
A. G. Buehler “* Government Finance in a Stable Economy ” in The Annals, 1949, 
p. 82. 

“* Public finance is concerned with the operation of the fisc or public treasury. 
Hence to the degree that it is a science, it is the fiscal science, its policies are fiscal 
policies, its problems are fiscal problems ” P. E. Taylor, Op. cit., p. 8. 

14 P, J. Strayer, “‘ Appraisal of Current Fiscal Policy,” American Economic 
Review, 1952. 

18 Gerhald Colm, Op. cit., p. 18. 

18 A.C. Pigou, op. cit., chapter V. 

i ** But to regard perfect competition as a necessary condition for stabilization 
seems to me to give rise to the same difficulties as to regard prohibition as a ne cessary 
pre-requisite for 4 good society.” Arthur Smithies, ‘ Report ouEconomic Instabi 
lity,’ American Economic Review, May, 1951. 
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unism. Thirdly, the increasing mechanisation of war and the actual 
tragedy of two world wars in one generation required a certain con- 
tinued preparedness. This demand on resources created an expanding 
role for fiscal policy. Fourthly, public finance has come to deal with 
such a large proportion of total economic transactions that it is im- 
possible to treat it separatey from national income and expenditure. 
If economic transactions are to be looked upon as a source of national 
income and expenditure, then one expenditure or income is as good 
as another. The determinants of the level of income have their im- 
pact both on national and private sectors, and larger the Government 
budgets the greater is this impact. The national income accounts are 
applied in many countries to provide guidance for economic and fiscal 
policies and no such accounts are possible without the Government 
budget being included into the national economy. And if it is ex- 
pected “that the nation’s economic budget is a statement of goals, a 
hypothetical forecast, and a tool of quantitative theoretical analysis,”** 
then fiscal policy cannot be left out of it. Lastly, the growth of public 
expenditure brought about by a multitude of factors, and the develop- 
ment of the concept and practice of compensatory fiscal policy out- 
laid the traditional approach.’® 


Apart from the above mentioned factors, two out of the three 


neo-classical Principles of Sound Finance, i.e., of Marginalism and | 


Balanced Budgets have ceased to have much virtue.”” The Principle 
of Marginalism in public finance deals with the distribution of tax 
burden, and is then applied to the distributions of Government ex- 
penditure, and thereby attempts to bring together the revenue and 
expenditure activities of Government. Dalton defines the principle as 
follows: “Public expenditure in every direction should be carried 
just so far that the advantage to the community of further small in- 
crease in other direction is just counter-balanced by the disadvantage 
of a corresponding small increase in taxation or in receipts from any 
other source of public income.‘ This gives the ideal total both of public 
expenditure and of public income.** An elaboration of the same 
principle states that “as more and more units of tax revenues are 
raised from. each individual they impose an increasing sacrifice, as 
the marginal utility of money to the individual increases. The sacrifice 
imposed on the people by every successive unit of taxation, therefore, 
goes on increasing.. On the one hand, successive units of State ex- 


18 Gerhald Colm, Op. cit., 1949. 
1* H. Lutz, Public Finance (Ed.) 1947, Chapter VI. 
2 But some economists still stress their usefulness as guiding principles of 
Government policy. This is particularly true in case of books on Public Finance being 
for under-developed countries which are embarking upon planned economic 


development,. It.is, therefore, necessary to analvse. them in detail to prove their 
abortiveness,.. Cf. J. H. Adler, and bas Public Finance and Economic Development 
in Gautemala. 1988 RN. ‘Bhargwa, The Theory and the Working of the Union Finances 
in India, 1956. ‘ . 


a Hugh Dalton, Principles of Public Finante, op: cit., p. 14. 
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penditure yield diminishing benefits in accordance with the law of dim- 
inishing marginal utility as applied to State expenditure.” 


The two fundamental objections to this Principle are: (i) the 
disadvantages of taxation to the tax-payers is a micro-problem while 
the advantage of public expenditure is a collective or macro-problem. 
To treat them at once as two sides of the same question is untenable ; 
there is a serious methodological incompatibility involved in this Prin- 
ciples (hereafter the term the ‘ Principle’ will be used for the above 
mentioned). (ii) The second objection is that of the absence of any pro- 
vision of the method of quantification of utilities and disulities. The 
‘Principle’ assumed the possibility of the movement of such utilities 
and disutilties which, it is now almost universally accepted, is neither 
possible nor has any theoretical significance or practical use. J. F. Due, 
while agreeing with the Principle as such, says, “ the difficulty of apply- 
ing this principle is due to the subjective nature of marginal social 
benefit and cost; neither can possibly be measured on any objective 
basis.”** Apart from these two objections there are several other re- 
asons which render the ‘ Principle’ futile. 


How are we to judge, for example, the applicability of the ‘ Prin- 
ciple’ in case of voluntary lending by people which involved no ele- 
ments of disutilities against any presumable advantage of public ex- 
penditure ? Obviously, there is no limit to public expenditure in this 
case so long as the Government meets its expenditure from borrowing.”* 


The ‘ Principle,’ to all intents and purposes, was put forward by 
Classicists and neo-Classicists to limit the transfers of incomes through 
public expenditure, but if the law of diminishing marginal utility, on 
which the ‘ Principle’ is based, is accepted, the whole argument recoils 
badly on its proponents. The law of diminishing marginal utility, ap- 
plied to money incomes in terms of utility maximization, does not pre- 
clude the possibility of a situation of total and absolute equal distri- 
bution.” 


It further becomes impossible to translate the ‘ Principle’ to any 
meaningful concept when we find that a large number of public ser- 
vices rendered are free and are independent of any pricing system. To 


*2 Bhargava, op. cit., p. 20. 


33 J, F. Due, “* Government Expenditures and Their Sienificance for the Econo 
my ”’ in Fsical Policies and the American Economy (Ed.), K. E. Poole, p. 289, 


4 J, Burkhead, “ The Balanced Budget,” Quarterly Journal on Economics,” 
May 1954. 


3% “Economists can state that logic requires Government to carryits expenditure 
to the point where their marginal valueis equal we cpue Gener’ of comaia tax-paver, 
but this has not been given any precise The cording 
to the principle of equal or minimum sacrifice suggests 
anism or remains of little practical use.” P. J. Strayer, “ 

Fiscal Policy,” American’ Economic Review, 1952. - 
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make any utility comparison between free service of the State and the 
priced services of the private sector is illegitimate. The difficulty be- 
comes all the more serious in case of goods which provide social 
overheads, e.g. electricity. The ‘Principle’, therefore, does not give 
any precise theory that will permit maximization of social interest.?* 


Assuming that already employed resources can be so distributed 
as required by the Principle, it is not possible to apportion newly-rea- 
lised resources between the private and public categories from the 
shapes of peoples’ preference pattern (indifference contours). The new 
resources do not involve any transfers and therefore require no balanc- 
ing of utilities against disutilities. 


The ‘Principle’ really begs the question. It is no more true to 
say that an addition of a rupee expenditure in the public sector reduces 
the marginal utility of that expenditure and increases that of tax-payer 
in the private sector than to say that when there is a preference regis- 
tered, through public opinion, for larger Government expenditure, the 
opposite effect is obtained.?’ 


Probably the single most important factor which invalidates the 
‘Principle’ is its almost total irrelavance to the problem of full employ- 


ment which requires, in terms of fiscal policy, the attainment of a - 


balanced relationship between private consumption and private invest- 
ment on the one hand and between the public outlay and private 
outlay on the other.** Any lack of that balance would surely cause 
unemployment.”* In a situation of unemployment, Government has to 
undertake fiscal measures to reduce unemployment and the Govern- 
ment expenditure will have to be increased with or without the sanction 
and applicability of the ‘Principle’ of marginal benefits.*° 


To get out of this dilemma mentioned in the preceeding paragraph, 
some of the neo-Classists have tried to add a new element to the 
‘Principle’. For example, Milton Friedman** and Llyod Myint** sug- 
gest that no variation should be made in the public expenditure in 
response to fluctuations in business activity but only in response to 
changes in the relative value attached by the community to private 

%* bid. 

7 J. F. Due, op. cit., p. 289. 

28 A. H. Hansen, Economic Policy adn Full Employment, p. 58. 

2® Or over full-employment. 


80 “Both marginal benefit and marginal social cost are influenced by factors not 
relevant to full employment situation.”” J. ¥F .Due, “ Governmnt Expenditure and its 
Significance for the Economy,” in Fiscal Policies and the American Economy, op. cit., 
p. 248. 

31 Milton Friedman, “ Mandtery end Fisest Pummenerhteeriecnesie any, a 
American Economic Eeview, June, 1948. 


*9 Lloyd Myint, “‘ Monetary Policy,” Review of Economics and Statistics, 1947. 
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and public service. The same opinion was expressed by the United 
States Committee on Economic Development referred to earlier. 
Obviously, this new addition was intendeed to provide support to a 
certain type of fiscal policy (Fiscal policy could follow one of the 
several routes to achieve the objective of full employment). The neo- 
Classicists instead stressed the importance of varying taxes alone while 
keeping expenditure intact in that situation. But this attempt ignores 
the fact that variation in taxes is as much governed by the ‘ Principle’ 
of public expenditure. A contra-cyclical fiscal policy re-arranges the 
money incomes between the private and the Government sectors, with- 
out reference to the Principle. Further, the experience shows that such 
a policy may be inadequate to meet a really difficult situation and also 
that taxes sometimes cannot be reduced or increased beyond a certain 
point. 


Samuelson tried to find the way out by suggesting that “as rapidly 
as private investment demand fluctuates in its total, as rapidly as the 
electorate changes its minds as to the relative indifference between 
ordinary consumption and ordinary public services, then so too must 
Government expenditures change”.** Samuelson’s argument was per- 
fectly valid but it could not save the ‘ Principle’ for by defining any 
increase in public outlay to meet any deficiency in private sector’s 
outlay as a preference for the public sector destroyed the original mean- 
ing and force behind the ‘ Principle’ and exposed it to any interpreta- 
tion. For example, is A’s disinclination to invest a symptom for 
community’s preference for greater collective investment? If it is ac- 
cepted, the road is opened for any amount of public expenditure, even 
to the total exclusion of private decisions through successive depres- 
sions. It is this modification which Lerner employed, (almost with 
vengeance), as the basis of his theory of Functional Finance in which 
be advocated perpetual increase in public expenditure.‘ If 
Lerner’s thesis is the logical outcome of it, one wonders what was left 
of the ‘ Principle’. And further, it is almost axiomatic that “the enact- 
ment of the law of functional finance would provide no workable guides 
for the formulation of budget policy”.** No wonder the ‘Principle’ 
has proved either too little or too much, and is, therefore, inadequate 
and superfluous at the same time.** 


Once in this manner the ‘Principle’ was introduced through the 
backdoor into the economic policy, it almost totally lost its appeal and 
force, fof it completely got submerged in large problems. For ex- 


*3 Paul A. Samuelson, “ Principles and Rules in Modern Fiscal Policy ; A Neo- 
classical Reformulation ” in Money Trade and Economic Growth, Essays in Honour 
of John H. Williams, p. 170. 


34 Abba P. Lerner, ere enee Senora ees 24. 
% Jesse Burhead, loc: cit. ‘ 


% Amotz Morag, “* Reflections on Progressive Taxation.” National Tas Journal 
Sept., 1958, 
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ample, the consumption function and the investment function, the 
two most important determinants of the national income, proved too 
complicated to be subjected to any single principle. The need for 
providing a balance against commumnity’s preference-scale between 
consumption and saving by investment equal to the latter was realis- 
ed. However, even if this balancing between savings and investment 
through the public sector was taken to be according to the ‘ Prin- 
ciple’ as Samuelson thought, there were at least two compelling 
reasons, as pointed out by Millikan, for believing that the’ community’s 
propensity to save out of money income did not reflect its desire bet- 
ween current and future production. First, in an uncertain world 
many- individual savings decisions result largely from vague precau- 
tionary considerations than from preference as to the timing of the 
consumption. In many cases no real savings by the community is 
needed to provide the individual with this sort of precaution. His 
desire to avoid risk can be met by insurance schemes which reduce 
his propensity to save without affecting optimum allocation of re- 
sources between current and future production.*’ This is quite differ- 
ent, as Millikan further pointed out, from the contention that the 
propensity to save does not reflect time-preference because saving is 
controlled by habit, custom and public opinion. Secondly, in a modern 
community the substantial part of total savings is performed by busi- 
ness institutions.** 


ie oe 

~ Naturally, if the level of investment is the key factor to stability 
and full employment, it was not rash to argue that “business spend- 
ing is too important to be left to the businessmen,”** and that “the 
rate of investment is not in any realistic sense of the word determined 
by consumers’ sovereignty in modern industrial society.”*° And from 
this came the logical support to Lerner’s thesis that the rate of in- 
vestment, in the final analysis, is a political decision and cannot be 
otherwise. é 


No wonder that Samuelson concluded that “I cannot believe that 
it is this kind of reformulation of the basic problem of choice that 
those who seek standards have in mind ; if it is, then they are easily 
bamboozled.”** 


Samuelson, however, believed that, within the framework of stable 
full empoyment, the classical problems of scarcity, economic.cost and 
divergent groups could be dealt with according to the ‘ Principle’, and 


3? Millikan, op. cit., pp. 48-44, S 

38 Ibid, 

39 R. S. Brown “ Techniques for Influencing Private Investment’ ’ in Millikan’s 
Income Stabilization for a Developing Economy, p. 398. 

4° F. H. Holzman, “Consumers’ Sovereignty and the Rate of Economic Develop- 
ment,’’ Economica Internationale, 1958. 

41 Op, cit., p. 168. 
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if these problems did create instability and unemployment, they must 
be made subservient to the larger problems.** But we have already 
noticed earlier that the Principle was irrelevant even to the conditions 
of full employment. Further, when these classical problems come in to 
their own, we cannot maintain full employment. This is a contradic- 
tion in the neo-classical theory. 


The second part of the Principle of Sound Finance of the neo- 
Classicists was that of balanced budgets. It was contended that 
equilibrium in the national economy was impossible if budgets were 
“ unbalanced. A corollary of the same principle was that a fairly long 
line of deficit budgets would increase the interest payments and thus 
increase public expenditure unnecessarily. Under one special con- 
dition a budget deficit is surely inconsistent with equilibrium, that is, 
condition of stationary equilibrium. But in such an equilibrium, there 
would be neither instability nor less than full employment.** The entire 
problem of a dynamic policy is just assumed away, which attitude was 
far from being practical. On the other hand, there was a counter- 
theory put forward by Lerner that a highly developed economy had a 
tendency towards permanent-under-employment and there did not exist 
any inherent tendency for full-employment stationary equilibrium. 
Further, it also came to be accepted that an economy can be in equili- 
brium even with an unbalanced budget and that an unchanged budget 
is not a guarantee for equilibrium. The concept of equilibrium used 
in this last mentioned case is quite different from that of stationary 
equilibrium. Finally, the theory of Balanced Budget Multiplier struck 
the final blow at the old theory. However, it was realised that struc- 
tural adjustments in fiscal policy other than tax adjustments would 
be necessary ; otherwise there was the danger of our being dragged 
down by one dogma or another.** 


In the light of the preceeding series of arguments, it is not difficult 
to see why fiscal policy became more important. A contracyclical 
policy became the central problem of public finance. Of course, there 
could be alternative fiscal policies to meet a given problem but the 
policy itself became an indispensable tool in the hands of policy-makers 
for any of the goals of economic policy, for instance, full employment, 


42 Samuelson, ‘* Full Employment versus Progress and other Economic Goals” 
in Income Stabilization for a Developing Economy , p. 560. 

43 Somers writes that “in older, and also in certain more recent, theories of 
public finance it is regarded as quite obvious that equilibrium in the national economy 
presupposes that the State’s budget shall be in balance isto a large extent due to pre- 
occupation with poe rs where not only every flow but every stock is 
constant and is not ing to change. It certainly cannot be denied that the 
stationary equilibrium can onlybe maintained if State saving is zero.” Public Finance 
and National Income, 1949, part V. 

44 Alvin H. Hansen, “*‘ Symposium on President’s Economic Report,”’ Review 
of Economics and Statistics, 1949. 
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consumers’ guided and allocation of resources, optimum rate of savings 
and optimum income distribution. 


But the approach to fiscal policy was too sweeping, to be accepted 
uncritically. It had obviously got certain deficiencies, uncertainities 
and imponderables which provoked hostility towards it ;*° but none 
of these objections were powerful enough to over-ride its utility to 
achieve full employment. Some of the important objections were that 
fiscal policy had socialist implications and was incompatible with the 
existing political institutions ;** that it would not bring about stability 
and full employment without inflation ;*’ that reliance on fiscal policy 
perpetuates mal-adjustments and obscures the need for economic re- 
forms ;** that it required technical forecasting which may be impossible; 
that it ignored the changes in the various propensities that occured 
during business cycle when fiscal policy was applied ;** and that it 
had limited effectiveness because tax and expenditure policies were 
inflexible under certain conditions.°° 


Most of these objections are very valid and point towards the 
limits of the fiscal policy. It is because of this that it has become 
imperative to go beyond the stage of the current fiscal policy. Others 
probably would suggest, limiting the field of fiscal policy to the very . 


short-term problems of income, employment, and price-effects of 
government taxation, spending, and debt policies. To these problems 
we shall come later. However, looking back on the history of the 
growth of public finance, the modern fiscal policy looks remarkably 
different from what Adam Smith and Ricardo or even Marshall wrote 
about. The problems of World War II and the post-war period gave 
a further stimulus to the new approach and this third stage in the 
history of the growth of public finance matured yet further. Today 
there is a considerable degree of agreement about the role of fiscal 
policy of Keynesian type, and, surprisingly, also on the lines oni which 
such a policy can be effectively used. There is no longer the main 
emphasis on the alternative routes of fiscal policy to full employment 
but there is a wide range of budgetary policies within which fiscal policy 
can play its role. 


45 A large part of this hostility was emotional and stemmed from those whom 
Keynes shocked into orchaism almost without notice. 


46 Fellner “‘ Employment Theory and Business Cycle,” in Survey of Contem- 
porary Economics, (Ed.) H. E. Ellis, Vol. I, 1948, p. 95. 


4? Arthur Smithies, ‘‘ Federal Budgeting and Fiscal Policy,’’ Ibid., p. 175. 


«8 Pp, J. Strayer, “‘ Public Expenditure Policy,” American Economic Review, 
March, 1949. 

49 S. Laursen, “ ks Business Cycle and Public Policy,” Quarterly 
Journal of Economics, vol. , 

4° The United States Committee on Monetary Credit and Fiscal Policies of the 
Joint Committee on the Econnomic Report, 1950. 
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The Keynesian and post-Keynesian fiscal policy arose out of the 
problem of effective demand. The aggregate demand could at times 
be less than aggregate supply, either through short-fall in investment 
demand or consumption demand. A fall in aggregate demand was 
sure to lead the economy backward into unemployment. This was 
true mostly of highly developed countries where a certain degree of 
capital accumulation had already taken place; investment opportu- 
nities were taken to be historically determined, signifying that the 
economy had the basic faculty of supply-creating capacity whenever 
there was an increased demand either for consumption or for invest- 
ment goods. Keynesian theory was built up as a powerful attack on 
Say’s Law of the Markets which said, if there is a supply it will create 
its own demand, and which law became more and more removed 
from reality in the face of successive depressions. But what Keynes 
did was to present exactly the reverse of Says Law, i.e., demand creates 
its own supply. It will be noticed that both Say’s Law and Keynes’s 
Law treated individually only one half of the problem. If it is assumed 
that an economy has a large elasticity of the supply of goods then 
naturally all that is needed is a higher level of demand. From this it 
followed that if private consumption or investment declines, the 
Government could fill the gap by increasing its own consumption. But 
this was relevant only for an economy, with the installed capacity: for 
only a given level of full employment, that has slipped back into un- 
employment in the short period. 


In essence, Keynes assumed away the problem of growth, and in 
a way, also assumed a given production function. Since fiscal policy 
could always bring about an equilibrium in the economy by filling what- 
ever gap arose in aggregate demand,’ the economy could move on 
logically to a stationary equilibrium where net investment was zero, 
ie., over a period by meeting every decline in private investment by 
a corresponding increase in public consumption. However, since Key- 
nes was dealing with the short-period, he was probably right in as- 
suming smaller variation in the capital base of a developing economy 
to achieve equilibrium. But for long period this was no longer true 
and to apply short-term Keynesian solution for the long period was 
not legitimate.*? The new investment, except for short-term fluctuations 
in the volume of consumption expenditure, and except for high value 
of multiplier and acceleration co-efficients is not affected by the volume 


51 Fiscal Policy assumed “ either a or explicitly that su was per- 


fectly elastic upto full employment and perfectly inelastic at that level of output,” 
C. E. Brown, ‘ Fiscal Policy in a Growing Economy,” Journal of Political Economy, 
April, 1956. 

52 The idea of fiscal policy has a short-term and long-run aspect. In the short 
run it is the adoption of expenditure, revenue, and debt 
task of removing fluctuations in private activities. In the long-period, 
the use of the same policies for the economy, thereby reducing instability that causes 
cyclical fluctuations. G, Colm, op. cit., pp. 191-192. 
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of consumption expenditurue.** Further, a programme: of deficit-induc- 
ed fiscal policy sometimes may fail to produce lasting recovery, funda- 
mentally because of the failure of private investment to respond to 
increased consumption.** Such a course over a long period was sure 
to reduce investment, though keeping the economy in equilibrium.** 


This marks the end of the third stage of the theory of public fin- 
ance, _Where do we-go from here? A point in methodology arises 
here. In causal relationships there are two sets of relations; one 
differs from the other not only in degree but also in kind and substance: 
(i) Whether a particular factor has merely an impact on a given pheno- 
menon and is influenced in turn in a certain manner ; (ii) or that it is 
so important as to have become an integral part of that phenomenon 
and is also one of its determinants, and in turn it is determined by the 
latter. 


It is possible that a factor, having a growing impact becomes so 
large quantitatively that by its very substance and nature it becomes 
a determinant. Something of the second type has occured with the 
growth of the public expenditure. To build a theory of public finance 
today on the hypothesis of earlier pre-Keynesian stage is to pitch one- 
self both against history and progress. Logically we have to move to 
a new and fourth stage. 


There are at least two directions towards which fiscal policy for a 
new and higher stage must inevitably move. The current fiscal policy 
is limited to the primary objective of achieving full employment level of 
national income and not that of a forward moving equilibrium, As 
John G. Gurley has pointedly stated, the current, i., Keynesian 
approach is purely static and needs to be replaced by a dynamic one. 


“ A characteristic of static fiscal analysis that has always remained 
in the background is that fiscal policy by itself could not alter the 
full employment level of national income. That is, while the fiscal 
authorities could choose from among several routes leading to full 
employment income, this income level ‘was independent of the parti- 
cular route chosen. The desired goal could be achieved by relatively 
heavy emphasis on private expenditure (through tax reduction), by a 
relatively heavy emphasis on Government expenditure (through public 
expenditure and other spending programme) or by some combination of 


58 Samuelson, loc. cit. 


B. F. ray tales ** Federal Budget : Economic Consequences of Deficit Finan- 
cing,” American Economic Review, Proceedings, February, 1041. 

58 “*No one can tell today with any great confidence whether that ieee) 
experience defines a new trend of stagnation or passing historical] 
present boom has run its course, if the volume of investment sho’ revert tothe level 
of 1930’s, may not even a substantial decline in the 

sufficient to sustain the Wik prentine level of income that seems 
Teach.” Arthur F. Burns Frontiers of Economic 
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the’ two, But the end result -would always be the attainment of full 
employment income level that was given independently of the means to 
attain it.”** 


It is this characteristic of the static analysis that has limited the 
role of fiscal policy to achieving only a given full employment in- 
come level, and this ill-suits the requirements of economic growth. Al- 
though, the shift from the earlier stages of neutral fiscal policy to its 
active participation was a revolutionary shift, we have now reached a 
stage where the theory of fiscal policy has got to be integrated with 
that of economic growth.*’ We are fast reaching a stage where econ- 
omic activity in the Government sector is not taken as sustained out 
of the private economic activity, but an independent sector in itself 
given to the production of goods both of consumption and investment.** 
Further, there is a growing emphasis that if the general trend of pro- 
duction and national income have to become unbroken, as for instance 
in Sweden,** ‘then the role of fiscal policy needs being expanded. 


The second line of direction is even more important. The growth 
of public activity has given rise to a new set of relations between 
the public and the private sectors, generally named as Mixed Econ- 
omy, or as Hansen calls it, Dual Economy, or as Burns defines it, Joint 
Enterprise.** Mixed Economy is an economy where both private cap- 
italist economy and nationalised state economy are constantly present 
and are inter-connected in a dynamic manner. It is not enough mere- 
ly to haye both~the sectors present, but to have an integrated and 
dynamic relationship between them. This type of economy was given 
a powerful support by Keynes at least in one respect. Keynes felt the 
inadequacy of the rate of interest and tax programme to achieve full 
employment and believed that a comprehensive socialisation of invest- 
ment would be necessary for full employment conditions."* 


The rise of the mixed economy was slow process until recently 
when it has either become a dominant feature or is on the way. to 


. % John G, Gurley, “* Fiscal Policies for Full Employment,’ Journal of Poiitical 
Economy, 1953. It has become a matter of serious concern whether or not the 
measures and policiesto stabilise money incomes are likely to interfere with the growth 
of productivity. As Millikan has said, we want a dynamic and a growing society 
and not a static and secure one. Op. cit., p. 6. 

* ‘John G. Gurley, loc. cit. 
** Jesse Burkhead, loc. cit. 
** Gunnar Myrdal, Fiscal Policy in the Business Cycle, American Economic 
Review, Supplement, March, 1989. ; 
> ‘* Axthur-F. Burns, op. cit., p..146, A. H. Hansen, Fiscal Policy and Business 
*.Genergl Theory, pp. 807-800 and-878. . . 
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become so in most countries of the world.** Hansen writes : “ towards 
the close of the 19th century and gaining momentum rapidly in the 
20th century, particulary from the second decade on, there developed 
a pronounced tendency in the direction of the socialisation of income 
and the growth of community consumption expenditure. On the side 
of production, there also developed some considerable increase in 
socialisation ...a dual production system, which is clearly a hybrid 
between private capitalist economy and a socialised economy.”** A 
highly developed fiscal policy can be efficacious only in a certain type 
of mixed economy.** 


This type.of economy has certain advantages over both complete- 
ly private enterprise and completely socialised economies. A mixed 
economy offers a greater scope for individual freedom from the coer- 
cive restraint of a highly centralised authority. “This is true for the 
reason that in the dual system there would, of necessity, be a much 
wider distribution of power than is possible in a highly centralised 
collectivism.”** The advantage over the free enterprise economy is 
that it has not to wait for the fulfilment of the given economic objec- 
tives on the oligopoly and monopoly producers of modern economy 
It can also be shown that a mixed economy will have definite ad- 
vantages of efficiency, stability and flexibility which are necessary for 


economic growth. An important point is that public and private enter- - 


prise will have to compete for these advantages, given the freedom of 
consumers’ choice and greater mobility of resources and factors which 
will create a new system of healthy competition. In such an economy, 
naturally, the role of public finance will be different than the Keynesian 
type of fiscal policy assumes for itself. 


But the most important argument for mixed economy is based 
upon a high and continuous rate of investment as may be required by 
a pre-planned or a “warranted” rate of economic growth. It was 
pointed out earlier that invesfment is the crucial factor in full employ- 
ment, and that a private enterprise economy regulated by. Keynesian 
type of fiscal policy does not ensure an optimum level of investment.** 


62 ** Ours (American).is a mixed economy in which Government and capitalist 
enterprise are both active, and it is desirable for public and private capital to develop 
cooperatively along the lines that will ensure a stable, rising and equitable distribu- 
tion of national income. “Finance in a Stable and Growing Economy,” The 
Annals, 1949, p. vii. This is even more true of other developed countries. 

*s A, H. Hansen, Fiscal Policy and Business Cycle, 1941, p. 401. 

64 One mixed economy may be basically different from another, depending not 
only on the relative importance of the public and private sectors but also on their 
functional character. A production-oriented mixed economy means that production 
can start in any of the two sectors independently. ‘The Keynesian type of fiscal 
ps Boe always been thought of by all writers, with the exception of Hansen; as 
only having a large public expenditure but not necessarily being production oriented. 
cf. A. H. Hansen, Fiscal Policy, p. 401. 

 Tbid., p. 402. 

* Arthur F. Burns, Ibid. 
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Actually, investment may decline along with the maintenance of full 
employment. It has been experienced during the last three decades 
that there has grown an abnormal preference for short-term produc- 
tion plans in the private sector because of greater uncertainty in the 
capital investment market. The economy in which investment function 
is in the hands of the private sector cannot ensure a balance between 
the present and the future.*’ Nor can such a task be entrusted to a 
collectivist bureaucracy. Along with planning the dual economy will 
be able to remove the disadvantages of both. 


Now, this new role is not confined to mere fiscal intervention ; 
it requires initiative and enterprise on the part of public authorities 
as muchas on the private sector to achieve a “ warranted” rate of 
growth.** For that, the nature of the Government financial activity 
will also undergo radical changes. The Government need not depend 
upon taxation and borrowing ; in fact a major part of public revenue 
may accrue from surplus of Government undertakings. The new stage 
of theory of public finance and fiscal policy will have to be on this 
basis ; and this will be the fourth stage of the actual development of 
the theory in the practice of public finance. Professor Hansen’s original 
thesis of dual econemy given in 1941 out of the experience of the pre- 
vious decade was manifestly for a dual-production economy as seen 
earlier.** It was the natural solution for a mature and stagnant econ- 
omy. Professor Hansen has somewhat retracted from his earlier posi- 
tion by 1958 as he says, judging by the experience of the two pre- 
vious decades. His new concept of mixed economy is what Kenneth 
Kurihara calls as a “faith in the possibility of secular exhilaration, 
instead of repeating the famous stagnation thesis.””° 


Hansen now uses the term Welfare State instead. In this he is 
nearer the earlier Keynesian concept than he was in 1941. In his 
latest book, The American Economy, Hansen writes as follows: — 


“The Welfare State -involves Government outlays large 
enough to permit fiscal policy to play controlling role in the 
adjustment of aggregate demand to the productive potential 
of which the private enterprise economy is capable. The Go- 
vernment makes large expenditures but private enterprise does 


the job.” 


*? In a private enterprise economy time-preference is dependent upon the 
distribution of income, w determines the size of the income of the investing classes 
and their consumption habits. The verdict of the market is purely arbitrary. 

*8 It is the primary weakness of growth models of Harrod and Domar that they 
simply i re the neal policy altogether. Cf. R. F. Harrod, “ A Essay in Dynamic 
Theory, Journal, 1989 ; E. Domar, Econometrica, April 1946. 

** Fiscal Policy, op. cit., p. 401. 

7¢ K. Kurihara ,“ Prof. Hansen on America’s Economic Revolution,” Economic 
Jourral, September, 1958. Ms 
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“ Government ownership and operation of the means of pro- 
duction—the classical definition of socialism-—is not noticeable 
on the increase. It is Welfare State that is growing, not the 
Government as owner or operator. The Welfare State is pri- 
marily a distributor of income and a colossal purchaser of 
private enterprise.””' 


This retreat, however, does not desiroy the usefulness of his 
earlier analysis. In fact, in most of the under-developed countries it is 
the production-oriented dual economy that is growing as a dominant 
feature."* And this is also slowly being manifested in some of the 
European countries. 


We mentioned some of the compelling reasons for new direc- 
tions of the public finance in terms of dual economy in a dynamic 
setting. earlier we also referred to some of the deficiencies which 
the fiscal policy of the third stage, that is, the Keynesian type of com- 
pensatory fiscal policy developed. It can also be shown that a dual 
economy will avoid some of those deficiencies and will on the whole 
be better placed to meet the totality of the problems of stability and 
growth. 


The fundamental cause of deflationary trend in an economy is. 


the immanence of Oligopolist and Monopolist profits. In a situation 
like this, it is possible, of course, to off-set the deflationary trend caused 
by such profit accumulation through additional public expenditure or 
tax reductions. But as G. Colm has pointed out “such a policy would 
be possible but unwise, for it would not remove the basic cause of the 
deflationary trend.”’* The dual economy not only can provide invest- 
ment opportunities for the idle funds of the private sector but also 
reduce this monopolistic profit accumulation by a corresponding low 
profit accumulation investment in the public sector. By competing 
with the private sector it cari also reduce the profit of the latter. 


The optimum rate of growth and the optimum rate of investment 
are also determined to a very large extent by scientific research. There 
have been periods of rapid and contmuous innovation as well as 
those of its slackness. Like effective demand Samuelson emphasized 
upon “the effective technological knowledge as the single and the most 
important factor in economic progress.”’* Within the concept of Key- 


11 American Economy, 1957, pp. 49 and 149. 

72-This unmistakably forms the basis of the philosophy of Indian planning as 
imbibed in her First and Second Five Year Plans. Probably, this also is the core of 
Mr. Nehru’s Socialistie Pattern of Society as put forward in the Avadi and Nagpur 
sessions of the Indian National Congress. However, there does not exist a full- 
fledged theory of mixed economy. 

13 G. Colm, op. eit., p. 178. 

1# Samuelson, * Full Employment versus Progress,” op. cit., p, 572. 
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nesian fiscal policy, higher employment probably meant higher output 
but not necessarily in the same degree, particularly, near full em- 
ployment. This is partly due to the lag in technological growth and 
increase in productivity, It is natural, therefore, that in a dynamic dev- 
elopment, the programmes of stabilization must be scrutinised for their 
possible unfavourable and favourable effects upon its trends of produc- 
tivity. Even today a large part of the research programme in the pri- 
vate sector in countries like U.K. and US.A. is indirectly financed by 
the State. In a dual economy, a proper proportion of resources would 
be available for research because research programmes can .be in- 
itiated both in the private and in the public sectors. However, this 
problem is only a part of the larger problem of the allocation of re- 
sources. 


The. optimum allocation of resources under free enterprise econ- 
omy has become an illusion ; the recurrent phenomenon of unemploy- 
ment of resouruces was one of the symbols of that. The Keynesian type 
of fiscal policy which involves government commitment to keep em- 
ployment through fiscal measures may actually perpetuate the distri- 
bution and mis-allocation of resources utilization, for it would leave the 
Government at the mercy of the monopolists whose earlier decisions 
were responsible for that misallocation. Moreover, as Arthur Smithies 
point out, reliance on fiscal policy perpetuates mal-adjustments and 
may obscure the need for economic reform.”* Further, it is as much 
permissible to assume that the basic decisions about allocaiion of re- 
sources should originate in the public sector on the basis of some 
social welfare functions determined by democratic institutions, as is 
assumed for private decisions made through price mechanism. A dual 
economy can ensure-a balance between the public and the private sec- 
tors. Again the Keynesian type of fiscal policy, which primarily in- 
volves transfer of incomes and payments, may actually reduce the labour 
supply during the process of reducing unemployment, as has been shown 
by J. F. Due.”* Only a dual economy can obviate that possibility. There 
is also the danger of shift from capital investment to capital saving 
along with the accumulation of depreciation funds, all of which surely 
distort the allocation of resources and Keynesian fiscal policy cannot 
do. anything about it. If dual economy provides investment basis 
both in the public and the private sectors then it is possible to have 
desired pattern of want-fulfilment instead of indiscriminate production, 
more successfully. Keynesian policy is purely ageregative and does not 
provide sufficient basis for proper composite allocation of resources. 
As J, H. Adler has pointed out “the analysis of the process of econ- 
omic development which runs exclusively in aggregate terms is insuffi- 
cient, because it either assumes that the composition of total invest- 
ment is fixed or virtually unchanging over long periods, or it implies 


” Op. cit., pp. 176-177, 


% Op. éit., p, 226, 
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that its composition is at an optimum which by definition cannot he 
improved.”"* 


Keynesian fiscal policy to be a success nents the assistance of a 
great many other measures like’ wage, price and credit policies. over 
which it may not have sufficient control. Sometimes’ these* policies 
violently come in conflict with each other. In a dual economy’ this 
latter set of policies can be more easily integrated with the fiscal policy; 
if need be more directly controlled through the public sector’s price 
and wage policy, and the demand and supply of credit. 


The most important objection to the growth of compensatory 
fiscal policy originated in the fear of the growth of the State whith 
development was considered incompatible with democratic political 
institutions. Even pre-Keynesian programme of President Roosevelt 
in early thirties was decried as Communism. Subsequently, the expe- 
rience of the growth of Welfare State along with growing democratic 
institutions in some of the European countries dispelled that ‘fear to a 
great extent. It is true that while the community and the economists 
look to Government for final action to do more and more things, 
“improvements in the phildsphical and analytical and inductive 
foundations for guiding policy decisions have not kept pace”.”* But 
more and more efforts are’ continuously being made to bridge that gap. 
Some of the recent thoughts on the subject particularly the theories 
of the counter-vailing power put forward by Galbraith’? and’ John 
Strachey*® have substantially contributed in that direction. > - 


The. policies of what Hansen calls “the high pressure economies” 
pursued by Social Democratic countries in Europe are embedded’ with 
large number. of control measures and. yet they are more democratic 
in essence than their counter-parts in the United States** Also ‘Arthir 
Smithies writes “I have been impressed with the fact that thosé“soun- 
tries that still.make extensive yse of controls seem to be no further 
along the road to serfdom than. those that have abandoned” them.”** 
A dual economy definitionally provides competition between the pfi- 
vate and the. public sectors in many spheres and is more conducive to 
democracy than oligopoly-or monopoly-dominated economy. "The 
Theory of Countervailing Power has obvious implications in favour Of 
dual economy. Apart from internal balancing factors within the two 


” ler, «Fiscal and Im Jementation of it Pro- 
m Adler, Monetary Pp er ea wi8D 
"90°C. L. Hartis, Public Financé, p. 808.” Da 
1® John Kenneth Galbraith, American Capitalism, Chapter IX, 
_  % John Strachey, Contemporary Cpitalism. 
4 A. HL Hansen, The American Economy, p. 19, 
% Loc. cit, 
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sectors, it would be found the real essence of this theory lay in that 
private and public sectors are equally poised in terms of both produc- 
ton and consumption. 


A. very. damaging objection against compensatory. fiscal policy has 
been that it does not guarantee full employment without inflation and 
has adverse impact on private enterprise.** The main reason is that near 
the full employment level, brought about by the fiscal policy, produc- 
tion increases less than employment proportionately. The compensa- 
tory fiscal policy takes account of a given production function and 
Static productivity function. Friedman and others have pointed out 
that this makes it difficult to achieve a stable price level even under 
most favourable conditions. The post-war experience justifies such 
forebodings. Moreover, in the Lerner type of fiscal policy, the threat 
of increased taxation in future years, coming in the wake of succes- 
sive budget deficits creates unfavourable effects on the long-term ex- 
pectations of the private sector.** Inflation also has the tendency to 
lower the exemption limit on taxation in real terms and greatly extends 
the tax base. 


In a dual economy, on the other hand, not only can the desired 
resources always be canalised towards greater productivity but also 


the factors causing inflationary measures be more directly controlled. 


All the three types of inflation, namely, cost, demand or credit 
inflation can be directly controlled first by operating through the public 
sector’s demand on cost structures and then, if the problem is serious, 
by. operating on the private sector either directly or indirectly. An 
integrated approach to problems of inflation and productivity can 
be made and pressure of. sectional interests. successfully met. Dual 
economy provides the basis for least possible uncertainty of expec- 
tations. 


Compensatory. fiscal policy involves the undertaking of public 
works; It is often-alleged that public enterprises may not be run as 
efficiently. as those run. by the private. enterprise. It might have been 
true in the carly: stages .of the rise of State undertakings in some 
countries, but the-experience of several decades holds no brief for such 
a view now. The standardization of business practices, the common 
standard of efficiency and control over State enterprises have, in many 
.cases,.made State enterprises to. be run more efficiently. It is true, the 
use of fiscal policy to: remove unemployment cannot be used as an 

ee See reiohadtgeiidrsceiuetal som 


“’ B.F. Haley, ‘lo. eit. : 
#4 Or that the modern “ | theory sglected the effects of fiscal policy on 
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a nafrow sense, but in a broad sense as used by Galbraith,** there is 
a strong case for equal if not greater efficiency in the public sector. 
So far the greater part of emphasis has been on such public works which 
reduced the overhead cost in the private sector. The emphasis has to 
shift now to compare the efficiency of the oligopolist with that of the 
State undertakings; there is no a priori reason for one part of economy 
being more efficient than the other. A dual economy clearly avoids 
the most glaring wastes connected with the private sector. 


The compensatory fiscal policy was attacked on the ground that 
it could not bring about optimum income distribution, for bad income 
distribution may have been one of the causes which created situations 
necessitating the intervention of that fiscal policy. The problem may 
temporarily be solved but the cause may not be removed. A socially 
desirable distribution pattern is most easily manageable in a dual 
economy for the reason that factor earnings, which form the basis 
of income distribution, can originate both in the private and the pub- 
lic sectors, and the latter can be made a tool for a corrective 
remedy basically. It means that the earlier argument for fiscal policy 
remaining neutral in respect of income distribution can no longer be 
taken seriously. Further, the growth of an economy depends upon 
income earners’ preference between the present and the future, which 
itself depends upon a particular type of income distribution. This may 
be favourable or unfavourable for growth. Market pricing system 
of the private enterprise has failed to give a better distribution and 
so has’ the compensatory fiscal policy.** It is not only the size of the 
revenue and expenditure that counts ; it is their quantitative position 
that has also to be improved.*’ A dual economy can bring about 
redistribution of income not only through transfer incomes but by 
directly affecting the distribution of factor incomes. 


Finally, there is the great predicament of a highly developed and 
growing economy, or what: Galbraith calls Affluent Society, which 
neglects investment in human beings.** It is not merely a problem 


86 “* The notion of economic efficiency as applied to an economic system is many 
sided. There is a matter of getting the most for the least—the common place engi- 
neering view of efficiency. There is also the problem of getting the particular things 
that are wanted by the community in the particular amounts that they are wanted. 
In addition some reasonably full use must be made of the available, or at least of the 
willing, labour supply. There must be some satisfactory allocation of resources bet- 
ween the present and the future production—between what is produced for cc np- 
tion and what is invested in new plants and processes to enlarge future consumption. 
There must also be appropriate intensive change—the adoption of new and more 
efficient methods of production must be encouraged.’ American Cpitalism, op. cit. 
p- 20. 

** Galbrith believes, “‘that the monopolist and oligopolist power vitiates 
distribution.” Op. cit. 

8? Hansen says “‘ there is nothing in a 100 years of experience in this or any other 
modern country to indicate that the price system, even though there were ful, 
employment, can get rid of slum housing.” ‘ Symposium on Fiscal Policy.” loc. cit 

** John Kenneth Galbraith, Affluent Society, 1958. 
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of allocation of resources but a much larger problem of human values. 
Galbraith has pointed out a paradox: the existence of lack of hap- 
piness due to over-emphasis on production of goods which-is main- 
tained “by a system of vested interests which marries both liberals 
and conservatives to the importance of production.” Galbraith has hit 
ata vital issue, but for the overwhelming part of the world, produc- 
tion is still the crucial issue. The static Keynesian fiscal policy is 
insufficient to meet these problems. A dual economy is ideally suited 
to meet the problem of growing production to bring about a social 
balance. 


The preceding paragraphs showed that some of the objections 
against the compensatory fiscal policy would be more easily met in 
a dual economy. A static fiscal policy can no longer be. main- 
tained as an effective weapon for economic and social objectives, parti- 
cularly that of economic growth. The growth of the compensatory 
fiscal policy and its maturity marks the completion of the third stage 
in the growth of the theory and institutions of public finance: The 
logic of stability and growth requires that the public finance theory 
must move a step further and move into this fourth stage where a 
production-orientated dual economy will be the dominant feature of 
the society. 


J. D. Sern 
New Delhi. 





INTERNATIONAL MONETARY FUND VIS-A-VIS INDIA’S 
~- PLANNED ECONOMY: A RE-THINKING 


Introduction 


THE main purpose of the 1958 annual meetings of the Board of 
Governors of the International Monetary Fund and the World Bank 
in Delhi was to give a push forward to the proposals to raise the 
resources of the Fund and the World Bank. Both the U.S. proposals 
of enlarging the resources of the Fund and the Bank received una- 
pimous approval. Although the current Conferences were not to com- 
mit themselves to any figure, it seemed there had been substantial 
agreement on a 50% imcrease in the quotas of the member-countries 
of LM.F., at least 25% of which may have to be paid in gold. The 
Fund’s uncommitted resources of gold and convertible currencies are 
now. $1.4 billion which are hardly sufficient for the Fund to perform 
its duties and responsibilities of monetary stability in present day 
circumstances. It was therefore good that India had also given -her 
support to the resolution for enlarging the resources of the Fund ; the 
final decision would, of course, rest with the Parliament. After neces- 
sary legislation by member-countries the new quotas might come in 
force in 1959. 


While some countries had supported the resolution with some 
reservations, India had given an unqualified support by fully endors- 
ing it. No doubt, the Finance Minister of India had given an able 
analysis of the country’s Plan objectives at the Fund meeting but 
what was also essential on this occasion was to analyse the planning 
structure vis-a-vis the objectives of the International Monetary Fund— 
an analysis of the structural equilibrium of a Planned economy in 
the context of the Fund’s objective of external stability:- For, if 
such analysis shows, as it is likely to show, that the existing object- 
ives of the Fund, as they are expressed in its Articles of Agreement, 
may come in conflict with the mechanism of the economics of plan- 
ning, India should press, before agreeing to the proposal of enhancing 
her quota, for the removal of these hurdles through the introduction 
of some new provisions in the Fund’s Articles of Agreement to meet 
the situation of underdeveloped countries undergoing a democratic 
pattern of planning. Some relaxation of the existing objectives: ‘of 
the Fund may thus become imperative to accommodate such membet- 
countries, and some amendments or introduction of fresh provisions 
in the Articles may be envisaged to make judicious compromises so 
that the Fund may appear complementary to the Plan. The — 
Tai enas aumidinamsentenal ‘Study of the implications of 
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Government may stress these special implications and propose a change 
in the existing Articles of Agreement. 


When the I.M.F. was established in Juy 1944, the economic 
conditions of the world were wholly unstable. But the Fund assumed 
that the war-time disequilibria were of temporary character and those 
would be overcome in due course giving place to a sort of stabili- 
sation of the economies which would ultimately provide a basis for 
orderly development. Twelve eventful years have passed since the 
Fund’s Articles of Agreement came into force on December 27, 1945. 
and the post-war history has gone contrary to the expectations of 
the Fund. The war created a terrific dislocation of the international 
trading and financial relations. The pre-war pattern of debtor-creditor 
relations have disappeared and an entirely new pattern has taken its 
place. The trading countries are not on equal economic footing. The 
more industrialised countries have got a competitive advantage over 
others which has created the problem of chronic adverse balance of pay- 
ments. The acute dollar shortage in the post-war period has also made 
the transfer-problem extremely complicated, kecause the U.S.A. has 
almost all the resources required for her economy. The Western 
European as well as other countries have been no doubt matching 
their surplus of imports by drawing on aids or accumulated foreign 
balances and thus disequilibrium does not show itself in the form of 


adverse balances of payments, but this cannot surely be regarded as 
a true criterion of balance of payments equilibrium. 


The case of India is still more important. She is not only under- 
developed, but she is in the throes of a planned economy and under- 
going development. When she became a member and signed the 
Articles of Agreement, she had not yet started the planning experiment. 
Six years after, she embarked upon her First Five Year Plan. In the 
meanwhile she became independent which enabled her for the first 
time to attain an amount of financial sovereignty and to maintain the 
internal monetary autonomy of the country. It is not unnatural that 
during the process of growth her developing economy at critical junc- 
tures may come in conflict with the objectives and rigid Articles of 
Agreement of the I.M.F. It is, therefore, essential that before India 
becomes a party to the present proposal for increasing the quotas of 
the member countries, she should make a fresh study of the objectives 
and of the articles of agreement of the Fund in the context of her 
Planning structure, and if necessary, insist on and demand a guaranttee 
for the relaxation of the rigid rules of the Fund towards her under 
special circumstances. As it will be found, the promotion of ex- 
change stability, an important objective of the Fund, is likely to 
come in conflict at crucial moments with the maintenance of the 
country’s internal stability and on such occasions the existing limited 
provisions of the Fund may prove to be insufficient to meet the vagaries 
of a planned economy. It is not that the Fund is unaware of this 





INTERNATIONAL MONETARY FUND 149 


conflict, and that is why Mr. Per Jacobsson, the Managing Director 
of the Fund, while addressing the Press Conference in Delhi on the 
eve of the Fund-Bank meetings, first praised the stability of the In- 
dian rupee, but at the same time warned against dangers of deficit 
financing and credit creation. These, he argued, were bound to lead 
to innation and might result in the people’s loss of faith in the cur- 
rency. He seemed to be worried about the instability of internal price 
level in India, perhaps, because if this rake’s progress was to continue, 
it might put more and more pressure on the exchange rate and jeo- 
pardise the external stability of the rupee. But the Fund should also 
realise that the deficit financing and credit creation are the basic 
policies of a democratic planning in order to produce a sudden but 
continuous monetary spurt on the stagnated underdeveloped economy. 
It may be essential for India to maintain the cost-price disequilibrium 
for a sufficient time during the Plan period, and the position is likely 
to remain unstable throughout, causing the set up of a series of 
oscillations backwards and forwards. Its impact on external equili- 
brium is obvious. When the minimum marginal foreign balances of 
the country are even exhausted, the impact of internal instability will 
appear with all its nakedness, putting constant pressure on the rupee- 
sterling and rupee-dollar rates. International lending and foreign aid 
might work’as a temporary cloak to cover this imbalance, but they 
would not correct the fundamental disequilibrium, as there is noth- 
ing in these disequilibrating forces which will lead to an automatic 
self-corrective adjustment. The problem of internal stability versus 
external stability will gain importance, and the planning economies 
will have to stand vis-a-vis the exchange stability in a country which 
has a wider ambit of internal than external trade. The moral obli- 
gations of a member-country to maintain the exchange stability may 
even then be secured in the teeth of opposition, but that will be 
secured regardless of internal stability of production, prices and em- 
ployment in relation to planning, which can in no way be justified. 
Of this more afterwards. 


Plan and Fund's Objectives—An Analysis 


I now propose to carry a very brief analysis of the main objec- 
tives of the Fund along with a structural analysis of the Plan, the 
main purpose of which is to examine the relation between these policy 
objectives and to find out how far they are complementary to India’s 
developmental pursuits. 


A study of the first Article of Agreement of the Fund gives us 
three main objectives, namely (i) exchange rate stability, (ii) higher 
national income through greater volume of employment, and (iii) free 
multilateral trade and payments to secure the advantages of interna- 
tional trade. 
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. .Within the ambit of such international obligations, India has given 
a Start to her planned economy. In an underdeveloped country like 
India where bulk of the people have very little margin above the needs 
of subsistance, domestic savings are very limited. The investment 
which is required for development is on such a scale that it exceeds 
the maximum possible amount of voluntary saving. This process 
of disequilibrium between saving and investment has been given a start 
in India through a change in monetary factor influencing the effective 
supply of money. This increased quantity of cash into the monetary 
system increases the reserve resources of the member banks rendering 
them willing to lend to the entrepreneur on easier terms. The lower 
rate of interest stimulates the production of capital goods which leads 
to the employment of an unemployed fringe of the factors of produc- 
tion. In the initial stages the earnings of the factors of production 
may not increase, still there may take place an initial rise in the prices 
due to stimulus to investment caused by an easier conditions of bor- 
rowing or due to an increase in cash-balances owing to deficit financ- 
ing. In India prices have thus been rising. The inequality of invest- 
ment and saving as a result of increase in prices brings windfall profit 
for the producers. This stimulus of profits is likely to influence the 
producers to bid eagerly for the services of the factors of production 
increasing thereby the costs of production as a whole. This will bring 
a secondary increase in price level. The producers may be either 
private or the state or both. Theoretically the position is the same. 


So long as the producers enjoy windfall profits, the position is 
unstable because the prices are more than the costs of production. 
But through the bedding against one another for services of the factors 
of production, the costs of production and prices are again equal. But 
this transition from one equilibrium position to another is just the 
thing which is not to be allowed to occur at least at the earlier stages 
of planning. In order to produce a sudden but continuous sputt, cost- 
price disequilibrium is to be maintained during this period and the 
position is likely to remain unstable throughout, causing the set up 
of a series of price movements. To sum up, an increase in the quan- 
tity of money brings an increase in the rate of investment which brings 
an initial increase in prices; the increase in the rate of investment 
brings with it windfall, profit ; and the stimulus of profit, if carried far 
enough and continued long enough will increase sooner or later the 
average rate of earnings of the factors of production which in its turn 
will bring a secondary rise in price level.’ 


Even if we are in a position to keep in check the secondary rise 
in price level through stricter monetary and fiscal measures, some 
price effect is sure to accompany the changes in the quantity and velo- 


1_For a deeper structural analysis of the planned economy, a reference may be 
made to my papers in the Indian Journal of Labour Economics, April-July, 1958 and 
April, 1959. a 
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city. of money. This increasing price effect will have an impact on 
the. country’s balance of payments. Foreign exchange receipts will fall 
and a deficit develop, if, of course, the foreign demand has an elasticity 
greater than unity. If, however, the elasticity of foreign demand is 
less than unity, an increase in the supply of foreign exchange may 
occur. But the fall of demand for primary goods in recent months has 
sufficiently shown that the foreign demand of bulk of the goods of 
the underdeveloped countries has an elasticity greater than unity, which 
produces an adverse effect on the balance of payments position of these 
countries. 


For an analytical satisfaction, even if we go to the extent of as- 
suming the extraordinary result that no price effect (i.c., an increase 
in the price level) would accompany the planning process which 
receives a spurt through monetary expansion, still we cannot resist the 
ormidable forces working on the balance of payments driving it to- 
wards a deficit direction. If the price does not increase, the national 
income will increase with an increase in employment under the Plan. 
Here again with any given marginal propensity to import greater than 
zero, the home income effects will have an impact on the balance of 
payments of the country leading it towards the development of a 
deficit. 


The currency depreciation under such conditions may be one 
measure to establish again the relationship between the internal and 
international price levels. But as we have accepted to maintain a stable 
exchange rate as a member of I.M.F., the next alternative is to fall 
back on the foreign assets, if any. This is what India has been doing 
im recent years resulting in the creation of a serious foreign exchange 
crisis. From about Rs. 603/- crores, the foreign securities came down 
to the low level of about Rs. 169/- crores by 26th September, 1958. The 
major part of these assets have dwindled down during the last two 
years or so. Such a colossal,amount on the wrong side of the coun- 
try’s asset within such a short period in the holy name of exchange 
stability is indeed a record of orthodox international pursuits in the 
face of an unorthodox internal economic policy ! The fat which had 
accumulated at the expense of country’s privations since the second 
World War is now in the fire and has already melted. In frittering 
away these assets, lies the secret of stability of the Indian rupee which 
Mr. Jacobsson, the Managing Director of Fund, at his Press Con- 
ference praised so eloquently. But what next? The champions of 
orthodoxy would perhaps suggest that there should now be flotation 
of loans to maintain the untenable ratio. But even then that would not 
remove the structural disequilibrium of a planned economy. 


There are of course, three ways through which such imbalance in 
payments can be corrected, namely, (1) deflation of internal. price and 
income levels ; (2) further and further restrictions of.imports ; and (3) 
encouragement of exports through exchange depreciation. 
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The first measure, i.c., income deflation is ruled out, because it 
is contrary to planning. Income deflation will reduce employment 
which is also against the major obiective of the Fund. About price 
deflation, even assuming that it is probable to carry price deflation 
without affecting employment (which is impossible under most of the 
phases of planning), we find the Fund is not designed, nor it has a 
machinery to force member-countries to bring about sufficient fluctua- 
tions in their money wage rates-price levels. 


The second method of restriction of foreign imports would re- 
duce world trade and would stand in the way of multilateral payments 
mechanism. This again contravenes another important objective of the 
Fund. 


The last path, namely, the exchange depreciation is incompat- 
ible with the objective of exchange stability. No doubt the Fund pro- 
vides elsewhere in another Article of Agreement for some change in 
the external value of the currency, but that is mostly as an emergency 
measure to offset differences in the costs structures, and not so much 
to correct the deep-seated causes of disequilibrium with which we are 
concerned in India today. Of this more anon. 


Fundamental Disequilibrium 


The Fund allows a 10% change in the original parity and Article 
IV of the Articles of Agreement can allow a depreciation by more 
than 10% of the original parity, provided the Fund is convinced that 
a fundamental disequilibrium exists. “A member shall not propose 
a change in the par value of its currency except to correct funda- 
mental disequilibrium.” One should remember that when the origin- 
al parities were chosen, the prevailing exchange rates were not equili- 
brium rates. In the case of India ls. 6d. was definitely a much higher 
rate of exchange. The natural rate of exchange for the rupee, as far 
as it could be calculated, came out to be about 10d., as found by the 
present writer as early as January 1944. I do not propose to discuss 
this clause at length here. Many theoretical discussions have taken 
place around the concept of ‘fundamental disequilibrium’, and it still 
remains today the most controversial clause in I.M.F. There is no 
one clear meaning for fundamental equilibrium. It is ever possible 
for the protagonists as well as the opponents of depreciation to settle 
or unsettle the matter by wordy argument rather than by the exigency 
of the situation. It is upon the sovereignty of “votes” rather than 
the sovereignty of logic that the Fund can always rely in avoiding any 
such proposal for devaluation on the part of India if her economics 
of planning requires it at any moments. Moreover, the Fund is main- 
ly concerned to correct temporary and exceptional imbalances and not 
the deep-seated causes of disequilibrium. The model of devaluation 
or changes in the rate of exchange to account for fluctuations in the 
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level of employment, wages afd relative prices ‘in ‘an underdeveloped 
country undergoing democratic planning will neither bé temporary 
nor exceptional nor occasional. As the structural changes in the plan- 
ned economy in the sphere of money-wage-rates, relative efficiency 
wages and price levels take place, it should be a frequent task of the 
Fund to effect changes in the country’s rate of exchange in order 
to save it from the necessity of undertaking the painful and wasteful 
process of lowering home-money costs, thereby jeopardising the plan- 
ning. Devaluations would be necessary to record a fait accompli. For, 
in any given situation there is an equilibrium rate of exchange cor- 
responding to the prevailing level of effective demand, level of prices 
and rate of interest. But the Fund, as it is, is incapable of meeting 
such situations of a planned economy, specially when it takes place 
in an underdeveloped country. Therefore, some relaxation of the pre- 
sent objectives’'and if necessary, the required amendments of the ex- 
isting Articles of Agreement are urgently needed in order to meet the 
exceptional needs of underdeveloped countries, especially when they 
are in the process of development. 


Proposed Amendments 


It was a happy sign that the Delhi sessions of these International 
organisations have created a better climate for the understanding of the - 
problems of underdeveloped countries. Pandit Nehru, Mr. Jacobsson, 
Mr, Black and a host of other delegates have appropriately directed 
attention to current difficulties of underdeveloped and primary pro- 
ducing countries. The Finance Minister of India has also pointed out 
the “teething trouble” of a developing economy in relation to its 
balance of payments. I hope all these sentiments expressed will now 
be translated into action and a high degree of true international co- 
operation to meet the complex situation of a developing economy 
will be wholeheartedly forthcoming to give force to this ideal of 
dynamic internantionalism. And for this, India should press for sonie 
amendments or introduction of fresh provisions in the Articles of 
Agreement of the Fund to meet the special situations of democratic 
plannings when they take place in underdeveloped countries. 


Thus in Article IV of the Agreement, a special provision may be 
made to allow. a member nation in the underdeveloped region passing 
through the hazard of democratic planning, to devalue its currency 
up to another 40% if there happens to develop a structural disequili- 
brium in such economy. The highly ambiguous term “fundamental 
disequilibrium ” should be replaced in this new provision by more de- 
finite words as “Planning Disequilibrium”, and the new provision 
may appear like this: ‘A member nation having an underdeveloped 
economy but passing through the process of democratic planning 
for developmental purposes may propose a change in the par value 
of its currency up to the limit of 40% in order to correct planning 
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disequilibrium, in addition to the 10% adjustment away from the origin- 
al parity which the Fund allows its members without consultation to 
meet temporary imbalances.” 


Similarly, in Article I of the Agreement where the Fund deals 
with the elimination of exchange restrictions, as it interferes with its 
objective of the growth of international trade, a provision may be in- 
troduced allowing certain relaxations of this objective in the case of 
underdeveloped member nations undergoing planned developments. 
Legal restriction of foreign imports specially in the initial stages 
of such plans may rather be morally supported by the Fund in such 
special situations under this new provision. 


Before I proceed further I should like to clear up a possible 
misunderstanding. The insistance on devaluation should not be taken 
in the light of a suggestion that I consider the devaluation of the home 
currency under special exigencies as the panacea of all planning mis- 
eries. Nor is this a suggestion for immediate devaluation of the rupee 
to the whole extent of 40%. Small, stage-by-stage reductions may 
be preferred for combining flexibility and stability.2_ Meanwhile, in- 
ternal efforts should constantly be directed by the planning country 
to solve the erratic movements in the balance of payments. Due to 
increase in the money-wage-rates, however, the export demand is likely 
to fall off and the import demand increasing owing to an increase 
in home money income and prices. This would invigorate the opera- 
tion of the frictional forces in the planned economy and such an opinion 
as to “ prune the Plan” might gain ground. This is what has actually 
happened in India recently during the great foreign exchange crisis. 
The possibility of achieving the ‘natural’. remedy for a fall in ex- 
ports through a fall in employment and deflation of home income, as 
it happens under Jaissez-faire, is ruled out under the planning. Here 
not only to avoid fall in employment and income, but in order to main- 
tain a dynamic progress all through, a drive to increase the exports by 
making home goods cheaper relatively to foreign goods should be carri- 
ed. Through a selective protection of home industries and selective 
subsidies to those exports for which there is an elastic foreign demand, 
and later through the increase in the efficiency of the factors of pro- 
duction, the difficulty of balance of payments should be overcome 
basically. Otherwise, even the provision of 40% depreciation of cur- 
rency in the Fund’s Agreement, as proposed here, would merely prove 
to be a drop in the bucket and there will be no exchange rate which 
will maintain the balance of trade. I am sure (because there is no 
other permanent solution to the problem) that India will leave no 
stone unturned to undertake such vigorous export policies in pursuit 
of her planned developments. Delegate after delegate has shown ap- 


2 This was.a method ed by the British Equalisation Account 
before the war and Keynes in original draft for a Clea Union: also proposed 
such provisional vodbncthetin, esbjest te talel and erver. 
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prehension towards the development of such situations in a Planned 
economy while discussing the limits of “creeping inflation,” deficit 
financing and credit creation in the Fund meetings at New Delhi. If 
the pressure of income inflation is not eliminated, the cheapness of the 
exportable goods due to devaluation would quickly disappear, and it 
would be difficult to cultivate the export markets assiduously and to 
stimulate new export demands vigorously. 


Double Exchange Rates 


With much hesitation, I venture té suggest the idea of a sort of 
double exchange rates for the rupee, because I feel that the I.M.F. is’ 
likely to look askance at it. It is true that they have got a restrictive 
effect on international trade, and such specific devices are threatened 
with great abuses which are also likely to lead to foreign repercussions 
in normal times. But when we are considering the planning era, we are 
neither considering it as a normal time nor a normal situation. In the 
pursuit of her planned economy India will have to safeguard a triple 
interest to maintain external equilibrium, namely, (1) the interest of 
larger import of capital goods, (2) the interest of restrictive import 
of both necessaries and luxuries, and lastly (3) the interest of larger 
export of both raw materials and manufactured articles. To achieve 
these external objectives of a planned economy in India Dr. Triffin’s 
scheme of double exchange rates, one to facilitate the first group of © 
imports comprising necessities and the other to discourage the second 
group of imports comprising luxuries, will not be applicable. In a 
country where the foreign exchange scarcity is so acute that even the 
foreign exchange demand to meet the imports of necessaries, no 
question of luxuries, cannot be met, Dr. Triffin’s suggestion may have 
only limited applicability.* This was also the problem in Great Britain 
and some European countries while undergoing post-war reconstruc- 
tion. Dr. Triffin’s scheme is, of course, more attractive to a country 
where a considerable portion of the foreign exchange is spent on 
luxuries. Although India’s demand for import of necessaries is as acute 
as that of Great Britain in the post-war world, their positions are, how- 
ever, not analogous. There are enough structural differences between 
planning for reconstruction and a planning for development. Like the 
foreign demand for luxuries, this country will have to tighten its belt to- 
wards the import demand for many necessaries in order to save foreign 
exchanges to meet the demand for import of capital goods as well as food 
grains. This amount of sacrifice the country must make at the altar of 
planning. Therefore, in India’s scheme of double exchange rates, the 
present official rate of 1s. 6d. for the rupee, which is definitely a higher 
rate than the equilibrium one, may remain undisturbed, but it should be 
applied for the import of capital goods and foodgrain which is an 
important wage-good. Secondly, a special rate of exchange, lower than 


* See D. T. Lakdawala, International Aspects of India’s Economic Development, 
p. 116, 
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ls. 6d. may be quoted for the import of luxuries and also to cover 
larger number of other consumption goods, and this will retard the 
import of such commodities by increasing their costs to the importers 
to the extent of the depreciation. During the great exchange crisis 
in India it appeared from 1956-57 import schedules that capital goods 
accounted for about 41% of the excess of imports over what was ex- 
pected, while food and consumption goods accounted for about 21% 
and 28% of it. Thus food and other consumer. goods were as much res- 
ponsible for the deficit on reserves as were capital goods. When we take 
into account the whole plan period, it should further be noted that 
although during 1951-52 to 1956-57 our balance of payments was favour- 
able every year, except the first and the last, the balance of trade remain- 
ed unfavourable all through. This is the precarious nature of our 
external stability and unless a reorientation of our policy towards achiev- 
ing external equilibrium is achieved, these ‘humps’ in imports are 
likely to stabilise themselves as permanent features in the country’s 
economy. 


A devalued rupee, as mentioned above, which would discourage 
the imports of consumption goods, would likewise encourage the ex- 
port trade of the country making exportable goods cheaper to the 
foreign importers to the extent of the devaluation. I am quite aware 
that this favourable price effect on export industries having an im- 
pact on the balance of payments will depend on a host of other con- 
siderations, such as the elasticity or inelasticity of foreign demand, 
existence of excess capacity, etc., but viewing as a whole and also on 
the basis of past experiences of other countries, the double exchange 
rates are likely to produce a stimulating effect on export. As a gen- 
eral rule we may expect sufficient elasticity. At the end of the second 
world war when Latin America found the various lines of export 
handicapped due to war-time inflation, the practice of. differential 
exchange rates produced a healthy effect on the external economy. 
The devalued rate should approach the equilibrium rate or the ‘ real- 
istic exchange rate’ in its functional aspect. 


Thus we observe that the double exchange rates for India will 
safeguard the “triple interest”, as mentioned above, and help to main- 
tain the external equilibrium of the country. The economic effects 
of double exchange rates are like the export and import duties or sub- 
sidies. And as the right of a country to impose such duties for revenue 
and protective purposes has been recognised, the apologia and negative 
attitude of the Fund, if any, towards the double exchange rates may 
also be revised to deal with special cases and to meet special situa- 
tons. 


4 Cf. J. E. Meade, The Theory of International Economic Policy, vol. I : Balance of 
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The above is just a brief proposal for double exchange rates under 
handicapped situations and I must not delve further into the pro- 
blem at present for obvious reasons of space. 


Conclusion 


The conclusion at which we arrive from the foregoing discussion 
is mainly that the International Monetary Fund should take a liberal 
view of the situation of a developing economy and make utmost efforts 
to absorb the shocks and oscillations of the vagaries of planning. And 
for this, if necessary, special provisions should be entered in its Art- 
icles of Agreement to safeguard the interests of planning, to correct 
the balance of payments and to take the load off the structures of 
prices and production of an underdeveloped country which is making 
efforts to increase its level of employment and national income. At 
the same time in order to avoid the ‘ recrudescence of creeping infla- 
tion’ the planning countries should realise the limitations of deficit 
finance and credit creation and the importance of the judicious appli- 
cation of monetary and fiscal policies. With these moral guaranttees 
from the developing member-countries, the Fund should proceed to 
extend its attention to meet the special situations arising out of the 
groping and hard struggle of a vast multitude of world’s popula- 
tion in their efforts to come out of their centuries of economic back- 
wardness. And all this will be in the interest of the world economy . 
and a true indication of international co-operation, as Pandit Nehru 
has rightly pointed out. The Industrial Revolution conjoined with 
political turmoils laid open the gallant ways and means of exploiting 
the underdeveloped countries of the East. How aptly did the Prime 
Minister of India tell the delegates that if this Conference had met 
300 years ago it would have found that Asia was rather ahead of 
the rest of the world in many spheres, even in the technological field. 
He had given a clarion call to import the human element into the 
monetary discussions. This idea of a new economic humanism is now 
essential to undo the wrong and social injustice of the Industrial Re- 
volution. The world should shake off the old shibboleths of inter- 
national co-operation which have only helped so far the developed 
nations. What was one’s meat had on most occasions proved to be 
the other’s poison. International macro-economicism is no solution 
to the problem of international imbalance and instability so long as the 
world remains divided into two gargantuan blocks, the developed and 
the underdeveloped. The world monetary situation,: like the prover- 
bial Curate’s egg, can be good only in parts—in the sense of a national 
micro-economics rather than in a common policy of international fin. 
ance. The Fund should realise this and while coming to the Indian 
case, it should make its objectives more amicable and complemen- 
tary to the country’s Planned economy. Otherwise, being tied fast to 
a number of international moorings if the democratic Plan, the hope 
of the 400 millions, fails or even stumbles or is pulled hither and 
thither, India may go down with a bankruptey of her balance of pay- 





158 THE INDIAN ECONOMIC JOURNAL 


ments, a colossal international indebtedness and a derelict currency, 
which may at the end make room for a different order of Society and 
a different pattern of planning! In that Society and in that Planning 
it is not unnatural to see a complete destruction of her debouche of 
Private Sector and a woeful annihilation of the tissues of Private 
Enterprise in the body economic of India, destroying all individual 
economic freedom. The events around some of the underdeveloped 
countries of Asia would shake the most unshakable complacencies of 
any orthodox monetary dictator. India, said the World Bank Pre- 
sident, Mr. Eugene R. Black, had become a “symbol of mankind’s 
hope ”"—the hope that the “material wealth necessary for human 
dignity can be created without destroying individual freedom.” This 
indicates that India is not living in the monetary utopia of her own 
creation, as is often thought by a section of world opinion. As such, 
in the face of the present developments and uncertainties in Asian 
countries, no economist worth his salt can ever shut his eyes to the 
greater interests of the nation and deter from the onerous task of 
delivering an unbiased and scientific judgement on the immediate 
national issue. 


Aligarh. P. C. BANERJEE 





GOLD AND THE DOLLAR CRISIS* 


THe free market in gold recently put a pressure on the established 
value of the dollar fixed by U.S. in terms of gold at $35.08 per oz. 
By this action, it questioned the purchasing power parity of the dollar 
vis-a-vis other international currencies, and the propriety of holding 
large monetary reserves in terms of dollars. It is in relation to these 
problems that the Keynes-Triffin Plan on International Liquidity has 
become popular. 


Mr. Triffin has revived the Keynesian concept of international 
central bank which is to function along the lines of the Federal Reserve 
System in the U.S. The revival is to be imputed to the Triffin gap.’ 
Mr. Triffin believes that the supply of liquid reserves is not growing at 
the rate at which international trade is rising. Consequently, the ubiqui- 
tous manner in which it is bridged is to hold other country’s currencies 
in addition to gold. But this is an haphazard and unsystematic method 
dangerous to the international financial fabric. The pressures created 
by these holdings on the key currencies of the world may bring about, 
in case of failure, exchange rate instabilities, fluctuations in trade and 
ultimate severe world depression. He, therefore, proposes a modified 
Keynesian Plan, which is our analytical concern. . 


The framework of the study consists of an ‘introduction followed 
by an analysis of the problems facing the world and Mr. Triffin’s 
apprehensions regarding them. In section III, the Keynes-Triffin Plan 
is analysed. In the final section, the alternatives to the Keynes-Triffin 
Plan are considered, 


II 


Inadequacy of Monetary Reserves 


Mr. Triffin’s chief apprehension is that the expanding world eco- 
nomy, which requires an adequate supply of liquidity will not be able 
to find it in the forseeable future, since the supply of gold is not forth- 
coming at the same rate. From this postulate stems the desire for a 
need to preserve (or restore) an adequate level.of international reserves 
or international liquidity. Mr. Triffin believes that his fear is genuine 
and has its roots in empirical evidence. For, he warns by quoting 
George Santayana that “those who do not learn from the pest will be 
condemned to repeat it”. 


* TI am indebted of Prof. vg tipecmee: ton, Visiting Professor in Monetary Econ- 
omics for his valuable guidance. He, however, is in no way responsible for the view 
xpressed. 


¢ 
1 R. Triffin, “* Gold and the Dollar Crisis,” Yale University Press, New Haven, 
1960. Price $5, Pp, 195, 
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What is the nature of the real danger to which the world is being 
exposed ? It is the fear of depression induced by lack of liquidity. Two 
historical experiences are cited to prove the point. The failure of 
convertibility in the 1920’s and the consequent currency disparities led 
to contraction in world liquidity. This resulted in a crisis of general 
confidence in the gold standard mechanism and the Great Depression 
followed. Thus, to Mr, Triffin, absence of liquidity was the prime 
cause of the depression in the 1930's, 


The second near disaster occurred in 1958. The “German 
Miracle,” and the rapid recovery of the other European countries 
brought about imbalances between the demand for international liqui- 
dity and its supply. A crisis, according to Mr. Triffin, was averted by 
a disequilibrium in the balance of payments of the U.S. to the extent 
of $4.5 billions in that year alone. Further deficits of $3.5 billions in 
1959 and an expected deficit of $3 billions will add still further to the 
liquieity of nations. Consequently, a world crisis has been avoided 
and the dollar scarcity given way to a dollar glut. 


This change has brought new problems. This is demonstrated by 
the fact that against the total deficit of $11 billions, the U.S. lost only $4.5 
billions in terms of gold. The rest of the dollars acquired by foreign 
central banks, commercial banks and private individuals were held in 
the form of dollar reserves. Therefore, the short-term liabilities of 
the U.S. climbed up to $21 billions from $14 billions and the gold 
stock declined to $18.0 billions from the peak of $24 billions. 


A majority of the dollar balances, says Mr. Triffin, are held as 
international reserves as also some other key currencies, especially 
the sterling. The reason for holding national currencies is to sup- 
plement the accumulation of international reserves. But the acquisi- 
tion of national currencies as international reserves is done very hapha- 
zardly and is dangerous to the Country whose currency is held for 
this purpose. This is due to the fact that the key currency loses its 
independence in terms of its domestic monetary policy. 


The Dilemma: 


There, therefore, arises a conflict between domestic and inter- 
national monetary policy considerations. This is clearly seen from 
the current gold rush. The US., fearing a trade recession, reduced its 
discount rate. The Continental countries, including the U.K., on the 
other hand, raised their bank rates to fight inflationary pressures in 
their economies. This created a divergence in opportunities of earn- 
ing interest on short-term deposits. Hot money, from the US., flew 
to the continent to secure benefits of a higher interest rate. 


_«, The flight of short-term. capital aggravated the. balance of pay- 
ments situation for the U.S., inspite of the fact that the balance. of 
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payments on current account in the first half of 1960 improved by 21 
per cent to $17.6 billions. It is expected, that by the end of the year 
the overall international trade deficit is likely to be $3 billions, instead 
of the expected figure of $2.5 billions. Now, if the difficulty in the 
balance of payments is to be attributed to flight of short-term capital, 
the only way in which the U.S. could have stopped it is by raising 
its discount rate, assuming interest rate disparities as the motivator. 
But, this would have affected the trend of output, employment and 
income within the country—hence the dilemma. This dilemma, accord- 
ing to Mr. Triffin, is likely to persist so long as national currencies 
are held for the purpose of international reserves. He, therefore, ad- 
vocates “internationalisation of the foreign exchange component of 
world monetary reserves.””* 


Apart from impingement on the sovereignty of national economic 
policies, the use of key currencies as reserves also affects the system 
of convertibility. It is for the first time since the 1920’s that normal 
peace-time relations have once again been introduced in the world. 
Exchange rate stability and discipline in the exchange rate market has 
been brought about under the vigilance of the International Monetary 
Fund. Many currencies are now fully or partially convertible. All this 
has been possible because of rapid economic growth and increased 
world prosperity. 


Mr. Triffin fears that since international reserves are held chiefly 
in dollars and sterling, a weakness in either currency may induce a 
pressure on others and destroy the delicate fabric of convertibility. 
This is what actually happened in the 1930’s. The break-down of 
the gold standard brought about devaluations and the world’s finan- 
cial system became increasingly fragmented. Consequently, countries 
resorted to trade restrictions, multiple currency practices, bilateral 
arrangements and economic autarky. This process was repeated after 
World War II and we have just emerged from this paroachial sphere. 
It would be a tragedy if we move back into it. Convertibility, there- 
fore, is vital to the world’s interest since it alone can bring about by 
stages, the ideal of classical free trade. 


Thus, full convertibility, free trade and world prosperity depend 
upon the variable of the supply of adequate international liquidity. 
But what leads Mr. Triffin to assume that there is an excess demand 
for liquidity* in the world? The demand for reserves is a function 


* Ibid., p. 10. 


* The peerage propounded by the International Monetary Fund is here accept- 

. That stud “* International reserves are here taken to be a country’s official 
foidines of ad ollars, sterling and other foreign exchange assets on a gross basis, 
that is without taking account of short-term liabilities that might be considered to be 
offsetting.” (Vide “* International Reserves and Liquidity "—A Study by ee sue 
of International Monetary Fund, Washington, 1958, p. 14). 
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of “the volume of trade,” internal and external. However, the Fund 
and Mr. Triffin implicitly assume, that growth in volume and value 
of output domestically produced, ultimately reflects in the balance of 
payments. Consequently, if an assumption is made, that international 
reserves are demanded for the purpose of settling international tran- 
sactions, the critical—telationship is reduced to a ratio of reserves 


to imports. 


Thus, the measurement of adequacy or inadequacy of reserves is 
based on the principle of first approximation namely, the choice of 
relationship existing between gross reserves to annual imports. This 
approach is warranted by availability and simplicity of calculation in 
connection with comprehensive inter-temporal and inter-country com- 
parisons. The coefficient so derived may be later qualified upwards 
or downwards in the light of other pertinent evidence about the pro- 
bable course of external or internal developments for a given country.‘ 


TABLE 1 
Rate of Grwoth of International Trade and Manufacturing Activity 





International Trade 
Period Mnufacturing 
Primary Manufacted Activity 
Products Products 








1876-80 to 1913 eee ete 3-4 3-3 


1913 to 1936-38 vee bee 1-5 1-1 


1988 to 1948 
1948 to 1956 
1950 to 1957 


Average rate of growth for th 
period as a whole Ss 








Percentages refer to annual averages. 
Source: IMF Study op. cit., p. 70. 


Fund's Estimates : 


Mr. Triffin basis his case on the Fund’s estimates. The time 
series data presented in Table 1 shows the average rate of growth in 
foreign trade and manufacturing activity during the period 1876 to 
1957. If one were to assume international trade alone (on the assump- 
tion that it.is the only source of demand for international liquidity), 
the 3 per cent rate of growth may be accepted as the international 
norm.° 


* In a footnote Mr. Triffin explains, that he would prefer a relationship 
between reserves and balance of payments receipts (i.e. exports) rather than expendi- 
tures; on current rather than merchandise account, but including net private 
unilateral transfers which play an important equilibriating role in several countries 
balance of payments. In spite of this observation Mr. Triffin winds up by saying 
that both methods of measurement lead to similar results in all but very few cases. 
(See Footnote No. 8 op. cit., p. 36). 

. | 8 It is of interest to note at this juncture that 3 per cent is the rate accepted 
by the Fund, as well as, Cassel and Kitehin, — - rr ites 
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The rate of growth in reserves is shown in Table 2. It can be 
seen that reserves have been continuously rising. From $13.1 billions 
in 1928, they rose to $27.5 billions in 1937 and to $52.8 billions in 1957. 
If the period 1928-57 is considered the rate of growth in reserves comes 
to 1.35 per cent per annum at a compound rate. If the reserves are 
broken up into their dual component of gold and currency holdings, then 
it is found that the absolute rate of growth of gold in the sum series 
has remained fairly constant. Consequently, the rising demand for 
reserves has been met by a relative growth in foreign exchange. This 
trend is disquieting from Mr. Triffin’s point of view. 


The Value of the Ratio: 


Now if the hypothesis that demand for liquidity reserves is a 
function of imports is applied, then in terms of above data, the value 
of the ratio derived is 0.27.° This, however, is a broad annual average 
and a refinement in the coefficient is in order. This is done in table 3. 
It can be observed that if certain bench-mark years are taken, for the 
world as a whole the ratio coefficient is 0.69. But the dominat- 
ing role of the United States gives it a high value. One has, there- 
fore, to exclude the U.S. data. If this is done the ratio coeffi- 
cient for the period works out to 0.34; practically close to the tradi- 
tionally accepted one of 0.33. 


TABLE 3 


Gross Official Reserves (Gold and Foreign Exchange) as per cent of 
Imports selected years 1928-1957) 


Per cent 
(Annual average) 
World as a ld 


Wor 
whole excluding U.S. 





41 
109 
86 
86 
64 
65 
65 
68 
61 
57 
54 


:| NSBRESSESES 


Average over the period 69 ; 





Source: Based on data provided in Appendix Table 2, Fund Study, 
p. 100/101. 


* This'‘ts derived on the basis of assumed average tate of growth of international 
trade at 3:7 per cent per annum and the rate of growth in reserves at 1-35 per cent 
per annum. © | 
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Thus, if the coefficient is assumed to be in the neighbourhood of 
0.33, then the quantum of reserves necessary over a decade or more 
can be easily calculated. The Fund estimates that for the 10 years 
1956-66, reserves on the above assumption should rise by $19 billions 
or at the rate of Rs. 1.9 billions per annum. The Fund further assumes 
that four countries, U.S., West Germany, Venezeuela, and Switzerland 
have excessive reserves and, therefore, will not wish to add to them 
in the near future. It, therefore, deducts that portion of reserves which 
would have been attributable to them (valued at $11 billions) and comes 
out with the $8 billions figure, as that necessary, for maintaining inter- 
national liquidity. 


If the average rate of growth in gold reserves is assumed to be 1.5 
per cent per annum (including Russion sales), the value of increased 
reserves available from this source alone would be $7 billions over the 
period 1956-66. Likewise, if the foreign exchange component is ex- 
pected to rise by $9.7 billions over the same period, then the total re- 
serves available are $16.7 billions. This is double that amount that is 
likely to be demanded. 


Fund's Estimates Challenged : 


Mr. Triffin challenges the Funds estimates. On a more general | 
level, he questions the calculations based on a unique rate of growth. 
He, therefore, measures the demand for liquidity from a spectrum of 
growth rates, shown in Table 4. 


TABLE 4 


Demand for Reserves at Various Growth Rates 


1956-1966 





Years (Percentages) 
Reserves ($ billions) 


Reserves required ex. U.S., West 
Germany, Venezeuela, Switzer- 
land ($ billions) . j 





Source: R. Triffin, op. cit., Table 8, p. 49. 


It is seen that if different rates of growth are assumed, the reserves 
required present a different picture. If a 3 per cent growth is assumed 
the requirements are $18.5 billions; if a 4 per cent rate is assumed, 
the required reserves amount to $25.8 billions and so on. If once again 
U.S., West Germany, Venezeuela and Switzerland are excluded, the 
required reserves at the different rates of growth shown in Table 4 
comes to $7.5, $10.4, $13.7 and $24.1 billions respectively. 
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This criticism cannot be considered to be serious because if it is 
agreed that the calculations of total available reserves by the Fund at 
$16.7 billions is correct, then in itself it is sufficient to accommodate 
any growth rate upto 5 per cent per annum. But Mr. Triffin criticizes 
the derivation of the supply magnitude. 


The supply of liquidity to repeat comes from two sources : gold 
and foreign exchange. Mr. Triffin agrees with the Fund’s estimates on 
gold supply. However, he points out that in relation to his range of 
growth rates, the percentage of gold to gross reserves declines sharply 
from 55 per cent to 43, 35 and 29 per cent, if rates of growth in trade 
are assumed to be 3,4,5 and 6 per cent respectively. It is probable, 
that the gold gap may be filled in by an element of dishoarding, since 
it is believed that large quantities of gold have disappeared in the past. 


Mr. Triffin estimates the stock of gold between 1493 to 1957 at 
$60.4 billions of which $39 billions is in monetary use, while the rest 
has “disappeared.” The disappearance is to be explained by the use 
of gold in arts and industry to the extent of $13.7 billions, and by 
hoardings of $7.8 billions. If, as is unlikely, the full amount of hoarded 
gold appears there is enough to guarantee over 5 per cent rate of growth 
in trade. 


Mr. Triffin rules out this eventuality, since the only time it did 
happen was during the Great Depression. At other times, gold has 
alternately been dishoarded or hoarded. Thus, gold worth $3 to $4 
billions was hoarded in the pericd 1913-33 ; dishoarded to the amount 
of $3 billions during 1933-44 and hoarded again for another $4 billions 
during 1944-57. Since with increasing prosperity gold hoardings are 
probably going to rise, it may be ruled out as a source of supply. In 
any case, gold dishoardings are considered by Mr. Triffin to be disruptive 
and, therefore, undesirable as a supplementary source of reserves. 
Therefore, his apprehension as regards haphazard use of currencies as 
reserves stands unviolated. 


Commenting on the Fund’s estimates of foreign exchange reserves, 
Mr. Triffin states “that the implications of this trend (rising proportion 
of currency reserves to gold), for the future stability of the world mone- 
tary system are extremely disquieting ” (p. 54). Hence, his conclusion, 
“Tt seems extremely unlikely, therefore, that the growth of dollar or 
sterling balances can provide a lasting solution to the inadequacy of 
gold production to satisfy prospective requirements for international 
liquidity in an expanding world economy ” (p. 57). For the time being, 
the issue has been successfully postponed, but time is “ running short ” 
and “the danger is increasing daily.” Any “Further inaction and 
complacency may lead to a repetition in a different form of the 1931 
collapse of the gold exchange standard” (p. 58). 
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Ii 


The Internationalisation of Foreign Exchange Reserves: 


The solution to the lurking danger proposed. by Mr. Triffin is to 
internationalise the foreign exchange reserves of national currencies. 
Succintly stated, the plan is to create a central bank of central bankers. 
The suggestion is not new. It was first mooted by the Financial Com- 
mittee of the League of Nations (1928); and revived by Keynes for 
the benefit of the World Economic Conference (1943). Mr. Triffin 
proposes a reformulated Keynesian Plan garbed in new raiments to 
make it more seductive. Since the framework is fundamentally Keyne- 
sian, that Plan may be initially examined. 


The K eynes Plan : 


The Keynes Plan for an International Clearing Union was proposed 
with a view to bringing about a rapid reconstruction of war-torn econo- 
mies.” Keynes like Triffiin also assumed two paramount dangers to 
the World, that of bilateralism and international deflation. The danger 
of bilateralism believed Keynes could have been easily overcome by 
returning to the gold standard. This, however, he rejected as a solu- 
tion since it had a deflationary bias, the full blast of its adjustment 
mechanism would have fallen on the deficit countries, while the surplus © 
countries could have followed compensatory policies which would have 
blocked rapid growth adjustments. He, therefore, advanced the alter- 
native of a Clearing Union whose provisions were: 


(1) An unrestricted opportunity was provided for the full clear- 
ing of each country’s bilateral credit and debit balances. 


(2) It contained large and automatic credit financing through the 
Clearing Union of the net surpluses and deficits of the parti- 
cipating countries. 


(3) All member States were committed to accept in lieu of gold 
payment and without any limit whatsoever, bancor transfers 
to their credit in the books of the Union in full settlement of 
any balances due to them from any other member. (Arts. 
6-6, and 21). 


The Union would not intervene in daily transactions among 
individual traders or bankers. This would be subjected to 
national sovereignty. (Art. 22). 


(5) The value of the bancor in terms of gold would be fixed by 
the Governing Board of the Union and the initial value of 
each national currency in terms of bancor would be similarly 


7 “ Proposals by British Exports for International Clearing Union” (Apl. 8, 
1948) reproduced in “* Proceedings and Documents of the United Nations Monetary 
and Financial Conference ” (Washington 1948) vol. II, pp. 1548-1578. 
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determined at the outset by agreement among member States. 
A country, however, would not be free to unilaterally modify 
its par value except with the consent of the Governing Board 
(Art. 6-3). 


The Union would provide bancor overdrafts to its members. 
There would be no dearth of bancors, since creditors could 
not request payment in gold or in other medium, save the 
bancor itself. Moreover, creditors could use their bancor 
accounts only to make payments to other members which in 
equilibrium could only result in internal transfer of bancor 
balances. Under this system, the solvency of the Union would 
be automatically preserved, irrespective of the size of the 
overdrafts granted. (Arts. 5 and 29). 


The Union notwithstanding Art. 5, could not extend un- 
limited credit to the deficit countries. Debtor's quotas of 
overdrafts would be restricted in advance to 75°, of their 
average trade turn over (i.e., exports plus imports). Besides, 
the Board could in a highly inflationary situation reduce all 
quotas proportionately with a provision for their restoration 
when the danger had passed (Arts. 6-5 and 13.), Taxes of | 
per cent and 2 per cent per annum on both creditor and debtor 
accounts in excess of one-fourth or one-half a country’s quota 
would also discourage excessive imbalances of either accounts. 
in extreme cases ineligibility for further drawings may be de- 
clared. 


Criticism of the Keynes Plan 


The Keynesian Plan was subjected to five major criticisms. It was 
argued, that prospective surplus countries would expose themselves to 
enormous inflationary pressures, if they accepted wide commitments 
to bancor accumulation. Secondly, creation of bancor money, it was 
felt, would not substitute, but add to substantial expensionary influ- 
ences associated with any further growth of dollar and sterling reserves. 
Thirdly, continued maintenance of foreign exchange reserves along- 
side bancor credits would not minimise the danger to convertibility 
nor prevent a haphazard holding of currencies. In other words, the 
Keynesian Plan would not have removed entirely the dangers and 
weaknesses associated with the acceptance of a virtual gold exchange 
standard. Fourthly, it was held that automaticity provision in the 
Union whereby large borrowing rights were conferred upon future 
deficit countries was very harmful. Lastly, it was held that since the 
Plan called for surrendering a certain amount of national sovereignty 
to a supra-national organisation, it would be anathemig to most 
central bankers. 


Mr. Triffin broadly adheres to the articles propounded for the 
Union with the exception that the keystone of his proposals would 
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be the ‘substitution of I.M.F. balances for balances .in. national cur- 
rencies” (p. 102). The Clearing Union would, therefore, give way -to 
a reconstituted International Monetary Fund, However, since the 
Keynesian Plan contained several weaknesses as noted above, 
Mr. Triffin attempts to overcome them. 


The first two objections according to Mr. Triffin are not serious, 
if the creditor countries agreed in advance with the Union’s lending 
policies. Consequently, they could not complain about the results 
of the decisions to which they were fully committed, and in which 
they concurred. “The core of the problem lies, therefore, in voting 
procedures and in the loss of sovereignty which they may involve.” 
(page 93). Mr. Triffin feels inflationary safeguards in the Keynesian 
Plan (refer provision 7 above), were absolutely inadeugate. He, there- 
fore, suggests two solutions, One is to impose the unanimity clause 
on all important lending decisions, or in the alternative, if this is found 
to be too extreme, to impose a qualified vote of say two-thirds, three- 
fourths, or four-fifths majority. 


A more workable solution is to limit the lending capacity of the 
Fund. This is to be done on the basis of an equilibrium theorem 
“create bancor amounts sufficient to preserve an adequate level of 
international liquidity” (Page 103). This generalisation contains sey- . 


eral criteria for fixing the Union’s power of credit creation, Mr. Triffin, 
however, suggests a limit on the Fund’s lending capacity, over a 12 
month period, to a total amount which increases the world reserves 
by 3 to 5 per cent. 


To secure participation of creditors, an incentive scheme is de- 
vised. The accumulation of bancor accounts in the form of deposits 
with the I.M.P. carries with it a right to be fully and absolutely con- 
vertible into any currency or gold on demand by creditors, but partially 
convertible for debtors. This will enable the participating coun- 
tries to insure themselves against risks of exchange fluctuations, in- 
convertibility, blocking or even default. It will also enable them to 
count the I.M.F. deposits as normal and variable components of their 
monetary reserves and. fully equivalent to gold in the calculation of 
reserves for gold cover requirements, wherever legal requirements still 
exist. 


The success of the plan depends upon the co-operation of the 
darticipating countries. Mr. Triffin fears that full compliance may 
scare away any favourable response to the proposal. His technique, 
therefore, is to initially ask the members to keep in the form of Fund 
deposits only a certain portion of their gross monetary reserves. (Say 20 
per cent to begin with). The assets eligible for deposits would be 
three : net creditor claims already accumulated with the Fund, other 
liquid or semi-liquid foreign exchange holdings, and- gold. 
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On the basis of a 20 per cent initial deposit, Mr. Triffin assumes 
the Fund resources would be around $11 billions with a possibility 
of annual increase by a constant coefficient of 0.20 caused by a rise 
in member’s reserves ratio. However, only half this amount could 
be lent out since a country cannot be a debtor or a creditor at the 
same time. This, therefore, restricts its lending capacity. Mr. Triffin 
has a way out of this. He recommends a rise in the initial percent- 
age quotas or issue of medium term gold certificates payable either 
in gold or in excess Fund deposits. In the alternative, he suggests 
an imposition of higher deposit requirements upon that portion of 
each member’s reserves which exceeds the average ratio of the world 
monetary gold to world imports. 


The payment provisions are to continue as at present. But in the 
future since repayment may consist of short-term liability commercial 
paper on New York or London, he suggests that the Fund should 
be empowered to sell this paper in an orderly manner. This is to be 
achieved by an option clause which makes it possible to annually 
liquidate such investments at the rate of 5 per cent. 


The sale of currency reserves is also permitted to the Fund, the 
proceeds of which are to be deposited to the credit of that country 


whose currency was sold. Such sales Mr. Triffin believes will liqui- 
date about $5 billions of the World’s outstanding currency reserves 
today. In order to eliminate the rest amounting to $10 billions 
Mr. Triffin suggests that they may be immediately converted into Fund 
deposits with the possible exception of moderate amounts kept back 
as working balances for actively trading countries. 


The lending or rediscounting procedures are to remain the same. 
In addition, however, the Fund will under the Triffin Plan be called 
upon to conduct open-market operations to maintain stability in in- 
vestment paper and to preserve discipline in the foreign exchange 
market. 


Everything considered the Triffiin Plan attempts to deal with 
many vexing financial issues. It removes the opposition posed against 
the Keynesian Plan. Nevertheless, his scheme is likely to be challeng- 
ed also by the traditionally cautious and conservative central bankers. 
Mr. Triffin recognises this difficulty but he is optimistic about the 
success of his scheme. If one considers the Triffin Plan vis-a-vis the 
Keynesian Plan, the Triffin Plan would certainly be more acceptable. 
It has the merit of putting a ceiling on Union’s credit expansion, re- 
moving the automaticity principle, diminishing the use of gold and 
thereby reducing cost of operation, providing an opportunity of earn- 
ing on deposits with the Fund, so that sterility in international re- 
serves is removed and at the same time succeeds in by-passing the 
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risks associated with. holding currency reserves today. But the. selec- 
tion of a remedy to the above world:issues .does-not lie between the 
Keynes-Triffin Plan, but. as between _ other altonsatives an examina- 
tion of which is next Lendertaien: ay = 


IV : 
ALTERNATIVE SOLUTIONS 


Gold Revaluation 


Before we criticise the Triffin Plan let us consider the. available 
alternatives, To Mr, Triffin they are two; gold revaluation and flexible 
exchange rates, both of which are ruled out. The first is excluded on the 
ground that the rise in the price of gold needed to bridge the Triffiin gap 
would necessitate an increase of upto $105 per oz. from the current 
price of $35. The rise of this magnitude can be accomplished either 
at one stroke, or at frequent intervals, If the former. technique is 
resorted, it will create an enormous excess liquidity and hence impart 
an inflationary bias; if the latter method is adopted, it would give 
rise to heavy speculation..In either case, the normal market mech- 
anism would be upset, the remedy being worse. than the disease. 
Moreover, revaluation in the price of gold. would have.to be repeated- 
ly put into practice after an interval of some years to meet liquidity © 
demand. Lastly, the benefits of this measure tend to be concentrated 
as between USSR, South Africa, U.S., Canada ang Australia, rather 
than be evenly distributed, 


Flexible Exchange Rates 


This is a more radical solution. The demand for liquid reserves 
in modern times is to meet disequilibrium in the balance of payments. 
This indirectly involves arbitrage by central banks to maintain their 
par values, subjected to temiporary pressures.. If the possibility of 
flexible exchange rates is permitted, then the need for Teserves totally 


disappears. 


Immediately a country is affected by its internal policies.a dis- 
equilibrium in the balance of payments appears; speculators will 
dominate the exchange market and bring about a relative readjustment 
in the value of the currency. If the disequilibrium is temporary the 
movements in par value will be very ‘small: However, if there is a 
fundamental disequilibrium. the speculators will accelerate the. move- 
ment of exchange rates, alert- public opinion, and force monetary 
authorities to readjust their policies earlier than they would have done 
otherwise. i ' tif f ry 


“My fundamental objection to this approach is” that” is’ attempts 
to take us back to the era of blind market forces. The whole..econ- 
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omy would be subject to periodic bouts of instability; uncertainty 
ill rule, hand in hand, with speculators. Besides, as Mr. Triffiin cor- 
rectly states, the reliance on economic indicators to give a clue to 
the~behaviour of the key variables is not sound. There are lags and 
leads in the system, which make it impossible to judge a situation 
correctly. For example, excessive trade deficits due to credit expan- 
sion may occur long before prices have increased. When the economic 
objective is to maintain full employment with stability and rising pro- 
ductivity ; the policy of flexible exchange rates cannot be applied. 


Price/Wage Flexibility 


A third remedy which Mr. Triffn neglects is the possibility of 
price-wage flexibility. Mire liquid reserves are necessary because the 
price level as a rule has been continuously going up. The remedy 
then is to lower prices of all commodities but one, namely, money. 
This will restore the prices to their earlier levels and hence, bring 
about a sufficiency in reserves. An identical effect can be assumed, 
if wage costs were reduced. 


This remedy ~has the same weaknesses as gold revaluation. If 
prices and wages are reduced at one stroke excessive liquidity is crea- 
ted; if they are to be gradually lowered, expectations are generated 
which upset the logic of the calculations. More particularly, .a general 
reduction in prices is considered to be deflationary and affects entre- 
preneurs sentiments adversely. As a lesser evil, therefore, an infla- 
tionary bias is preferred. A reduction in wages is bound to be resisted 
in any society ; a lag in wage rises may be tolerated but a reduction 
is not feasible. Besides, lower wages redistribute the national product 
against the workers and in favour of other classes, particularly owner’s 


of capital. 


Criticism of the Triffin Plan: 

In so far as the Triffin Plan is concerned the average coefficient 
relating gross reserves to imports, assumed at 0.33 is highly mis- 
leading. It varies considerably over different periods for all countries 
and for different countries at various times. Table 5 shows that for 

Taste 5 
Ratio of Gross Reserves to Imports (World as a whole) 


Year Ratio Ratio 





1948 
1950 
1961 
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the world as a whole! the range of the smallest and the largest devia- 
tions was 21 to 117! Byenm during: the post-war period,’ there is a 
deviation of at least, 31 per cent as between the lowést and the 
highest ranges. Likewise, Table 6 indicates the magnitude of fluctua- 
tions if eight European- countries -are. considered.~ For exampie, in 
case of France the percentage of reserves to imports was 41.7 in 1913, 
165 in 1937, 44 in 1950 and 13 in 1957. Similar is the case with 
Denmark, and Switzerland. ; v 


That the ratio should believe in this fashion is natural. If the 
world situation is stable,.or_expected to continue to be stable, a low 
ratio may be preferred. On -the“otlitr hand, if*exchange difficulties or 
emergencies appear they will be built up. Thus, it is the sudden emer- 
gence of a situation that alters the balance and gives~rise to the 
question are liquid reserves adequate or not? If this is the reading of 
economic history, the problem veers round that intangible “confidence”. 


Everybody has confidence’ in* gold, therefore; in -international 
relations convertibility means ultimately converting the holding of 
foreign balances into gold. This is why Mr. Triffin advocates the adop- 
tion of a gold exchange standard devised with full convertibility rights. 
But is this really necessary? Have we not outlived the era of the 
gold exchange standard? Can’t we not emerge into the already 
accepted tradition of’ a ‘fiat cufrer¢y standard ? 


This should be the _logical _ precursor of the Triffin Plan, which 
requires the handing! over of .a certain per cent of foreign currency 
holdings to the Fund. If such currency holdings are currently not 
fully convertible. into gold, why should the Fund give such a 
guarantee ? Even. assurffing that Fun@ deposits are convertible into 
gold ultimately, then ‘by its very charter it will have created deposits 
by a coefficient gteatér, than its gold hodings. So long as gold is not 
demanded the fabric works sm@othty, but“on¢e a crisis of confidence 
occurs, and everybody demands gold, the whole thing will collapse. 
The reconstituted a. MF. will haye a Se nd in death knell! ; 


o~ (en ‘ : 5 


On the otherthanid, if the Fund operaits on a Fiat curréncy basis, 
its medium of cufrency: being universally accepted, an occurrence of 
loss of confidence will not impair its organisation. Its currency, say 
bancor currency, @lone will be circulating in international settlement 
of obligations. Consequently, the promise to pay on demand, reverts 
itself to a promiag to, pay another ae currency. 


The valu of th tance for Ihe ramos of sada measure- 
ment seay be enepenye to a. fixed geld..prege ee 


Incidentally tie. {i Rbindis & fo dette the elethent of duplication 
in reserves held by different countries. If there are 120 different coun- 
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tries all will be holding reserves for identical purposes to meet transac- 
tions and precautionary needs. Now we already know that the transac- 
tions demand stems from lack of synchronization of import payments 
and export receipts. But all countries will not experience the non-syncro- 
nization at the same time; in spite of it they will have to hold re- 
serves. Secondly, if all countries were grouped we would have a group 
of creditors and a group of debtors. At an aggregate level a debtor 
cannot be a creditor at the same time, yet the country has to hold 
reserves for negative situation. Thirdly, even in cases of bilateral settle- 
ments reserves will have to be held and accounts reconciled at the 
aggregate level after sometime has elapsed. All these incur duplica- 
tion. The structural innovation proposed, therefore, should be aimed 
at eradicating the element of duplication in reserves holding. This 
requires a streamlining of current settlement procedures of interna- 
tional transactions, 


Demand for Reserves 


More fundamentally, the framing of the ratio itself may be ques- 
tioned.’ The demand for reserves comes from three motives just as in 
the case of the individual, transactions precautionary and speculative 
balances. For example, the transactions balances are required to bridge 
time lags in receipt of income and payment of expenditure. The pre- 
cautionary balances are needed to take advantage of some economic ~ 
situation which cannot be predicted with certainty. Unlike the indi- 
vidual, however, the transactions and precautionary motives of a coun- 
try are applicable to two sectors, the domestic and the foreign trade 
sector. 


The level of speculative demand for reserves is closely linked to 
domestic developments, mainly the gross national product. The rate 
of change, however, in the speculative balances is a function of com- 
plex factors such as political Stability, confidence in the national gov- 
ernment, the change in international trade, and POE: ° of . better 
earnings in the short period. 


If the transactions and precautionary balances..are combined into 
a. single demand, then gross reserves becomes a composite of transac- 
fions and speculative balances. The function being written as :— 


Gr =f (m, i); where 
GR=Gross reserves 


m =lImports 
< =Rate of interest. 


 é Phe treatment of the anal tha fotlow i inadequate because i pepione 
a > ere sce emer naan indulgence 
is, therefore, craved, ; 7 Evert , Lz aebenete2703 
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The demand for transactions balances may be linked to the volume 
of imports for two reasons. In the first instance, international re- 
serves are required to conduct international transctions. In the second 
place, the movements in the gross national product do determine the 
volume of imports ; if the gross national product rises, more imports 
may result and vice versa. 


The speculative demand for reserves may be partially attributed 
to imports. But if I am permitted to make the assumption, that such 
a demand is included in precautionary balances, then speculative bal- 
ances become a function of political stability and possibility of higher 
earnings. Political stability is a highly subjective concept and is ex- 
traneous to the situation; on this assumption speculative balances 
become a function of short-term interest rates. 


The criticism of Mr. Triffin’s Plan so far is on a methodological 
issue, but-there is a further substantive criticism on emphasis. The 
objectives of establishing a central banker’s central bank is to preserve 
a growing world prosperity, maintain convertibility, promote a move- 
ment towards free trade and yet permit complete sovereignty in econ- 
omic action to a given nation. In my opinion, the root cause of the 
threat to the non-realisation of the above objectives of International 
Monetary policy flow from the volatile movements in short-term cap- 
ital. These in our model, are speculative funds seeking profitable 
channels of short-term investment. The importance of this fact is 
recognised by Mr. Triffin, for in his letter of rejoinder to Mr. Hirch, 
he states “ My scheme is precisely designed to reduce this major danger 
of instability and vulnerability associated with the volatility of inter- 
national short-term funds, as repeatedly evidenced in the past, and 
particularly in 1931, 1947, 1949 etc.”* Inspite of this the theme of 
his whole book is inadequacy of reserves. My preoccupation, however, 
is principally with specuative balances combined with a minimum of 
changes in the current functioning of the International Monetary Fund 
(IMF). No doubt, the alterations suggested provide for “an adequate 
level of reserves,” (if there was such a level), but it is a by-product 
of the scheme. 


The Modified Fund 


The .study of the reform in IMF for simplicity may be undertaken 
from two angles: The sources and uses of funds. On the sources 
side, the Fund’s prime source is the number of quotas composing its 
paid-up capital. To this is now to be added the function of accepting 
demand deposits, both from Government and private individuals (hence 
forward called Fund Deposits). 


The deposits received from owners in a given country are credited 
to their accounts with the understanding that they are on. demand to 


* * Correspondence, The Banker, May 1960, p. 358 also his book, p. 146. 
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be repaid in any currency demanded but not gold. Thus, there is a 
partial convertibility associated with these deposits and it ties in with 
our earlier suggestion that the Fund function on a fiat currency stand- 
ard not a gold exchange standard. 


For purposes of simplification in book-keeping all balances are 
to be reckoned in terms of a fixed price of gold. Any revaluation or 
devaluation of the current par value may be permitted, provided prior 
sanction of the Governing Board is obtained. 


As confidence is the key-note, the Fund deposits will be guaranteed 
jointly and severally by member nations. The liability of the members, 
however, will be limited to an agreed multiple of their quotas. The 
Fund deposits may also be insured with private insurance firms. 


All fund deposits shall carry a reasonable rate of interest. This 
rate is to be flexible by definition since its prime purpose is to provide 
the depositors appropriate earnings with low risks. The interest rate 
is the value that governs the flow of speculative funds into and out of 
the Fund. Generally, the interest rate is to function as a bottling-up 
device, that is, make the speculative funds immobile. 


Loans and Invetsments 


The fund shall grant loans and make investments. Against the 
deposits received 50 per cent of each of the currencies held will be 
kept back as legal cover, which is subject to alteration on the concur- 
rence of two thirds majority of members. 


The loans made will be of five kinds: Gold tranche, drawing limit 
of 200 per cent of quota, stand by credit arrangements, foreign Govern- 
ment’s guaranteed loans and overdrafts. Whereas the first three are 
to work on “the utmost benefit of doubt to the borrower” principle, 
the iast is to function on the satisfaction of most rigorous conditions. 


All loans will be subject to repayment procedures currently ap- 
plied, except that their satisfaction will be in terms of priorities in the 
order of loans stated above, and that no part of the payments shall 
be permtted in gold, 


Loans of all kinds will be made to governments and not to private 
individuals. 

The investment policy shall consist of investments in foreign 
currencies but not gold. Gold shall neither be accepted for deposits 
nor bought for investment. The objective of investment policy shall 
be to conduct open-market operations in negotiable instruments in 
such a manner as to realise two ends. The first is to redistribute 
reserves over different economic areas or individual countries. The 
even distribution is to be accomplished by purchasing currencies of 
low reserve Countries, and selling that of high reserve countries. 
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The second is to keep Fund’s liquidity intact. When due to any 
reason, sudden withdrawal in deposits occurs, the Fund has to assess 
where these withdrawals are flowing. This can be tested by watching 
the demand for a given currency, or analysing the holding of foreign 
exchange reserves of each country. Now to insure stability in loans 
and solvency of the Fund, whenever private deposits are withdrawn, 
that country’s government should be requested to deposit with the 
Fund a like amount. In the transitional phase withdrawals are to be 
met by liquidation of assets ; the open market policy being along the 
gilt-edged lines. In the country where the source of withdrawals 
originated, the Fund shall sell short-term paper, the proceeds of which 
will be transferred to the Fund, so that the reserves position is neu- 
tralised. Likewise, when more credit is flowing in, the technique is to 
make investments in short-term paper of different countries, whose 
currencies may be convertible. Consequently, the proceeds of the sale 
of a given short-term paper will be utilised for conversion into national 
currencies required from time to time. 


For the purposes of declaring curencies convertible, a. concrete 
article in the present Fund charter shall be introduced. The Fund 
shall have the right to declare a currency convertible or inconvertible 
on the basis of less restrictive clauses than those. at present. 


Conclusion : 


Given the above operational conditions, the scheme becomes an 
alternative to the Keynes-Triffin solution. M/s Triffin and Keynes 
have built up the case for a central bank on the premise of inadequate 
reserves. The debate, therefore, for the past two years has been on 
whether reserves are really inadequate or not ? 


This, however, is a false premise. The preoccupation of economists 
should be with the institution of some discipline in the international 
monetary field. The world prosperity cannot be held at ransom by 
the indiscrete actions of individual nations.. Their freedom-has to be 
circumscribed to the’ minimum extent. This is sought to be achieved 
.by the above scheme. Thus, the blind economic: forces. are: to be Te: 
strained, giving rise to concerted beneficial action.-~- 


The chief threat to disciplined a ieee fanaces is to. be- attri- 
buted to movements in speculative short-term funds. These seek risk 
free, interest eafning climates. The reconstituted Fund is to- provide 
a permanent home to this-refugee money, and the world forever freed 
from their plague. As a subsidiary product, the scheme provides for 
sufficient flexibility to meet the problem of liquidity as and when: ‘it 
arises. 


erat. Doopaa, : 





REVIEWS 


‘Trade Unionism in the Underdeveloped Countries. By SUBRATESH 
GuosH, M.A., D.Phil. (Cal.), Bookland, Calcutta, 1960. 


I 


THE main objects of this book as set out in its preface are to study 
the relationship between economic development and the labour move- 
ment and to examine the contribution that organised labour can make 
in hastening the process of growth. But the title of the book as well 
as its purpose as stated in the preface are somewhat misleading. 
Far from being a study of trade unionism in underdeveloped countries 
in general, the book is in fact largely a text book on Indian trade 
unionism. There are of course references to the experience of a few 
other countries such as Pakistan, Philippines, Japan, China, Indo-China, 
Ceylon, Burma, Thailand and Malaya. But these are scanty and at 
best only illustrative. 


Perhaps the author is not to be entirely blamed for this. There 


is very little published material describing the various aspects of the. 
trade union movement in these countries. It is indeed difficult to 
understand how we can develop valid generalizations about trade uni- 
onism in underdeveloped countries unless we assemble and analyse 
facts relating to the major aspects of trade unionism in each one of 
these countries. Such detailed descriptive studies have not yet been 
made even about the Indian trade union movement. 


The book is arranged in four Parts. In Part I—*A General 
Survey. "—the author enunciates a new “general theory of trade uni- 
onism.” Here he also traces the history of the trade union move- 
ment .in India, Pakistan, Thailand, Philippines, Indonesia, China, 
Malaya and. Singapore, Burma, and Indo-China. and indicates certain 
similarities in the trade union movement in these countries. . Accord- 
ing to Dr. Ghosh’s new theory, trade unionism is a response to “ the 
strain of capital formation, which every society undergoing the process 
of industrialisation has to feel” (p. 20). He elaborates ‘this -point 
as follows: “Industrialisation, if based mainly on mobilisation of 
internal resources, requires a restriction of the total propensify to 
consume of the community in order to step up the rate of real invest- 
ment. In the initial period it Tequires large-scale investment and so 
a considerable reduction either in total consumption or in the marginal 
propensity to cotisime. Under uncontrolled capitalism the whole 
burden of austerity is likely to be transferred to the workers by the 
industrialists, who hold a pdsition of strategic impdrtahce iri the’ sdciety 
in” view “Of their contol over “the ‘means of production. * ‘But’ stich’ a 
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transfer of the heavy burden of austerity upon the workers becomes 
too much for them and the resulting strain forces them to devise some 
instrument for protecting themselves from the hardships imposed. 
Trade Unionism is the instrument which they create in order to protect 
their conditions of work which tend to deteriorate more and more 
with the increase in the pace of capital accumulation ” (pp. 20-21). But 
in his enthusiasm to propound a new theory Dr. Ghosh does not seem 
to have paused to consider certain elementary questions. Thus in the 
first place one would like to know how the clever industrialists manage 
to shift the burden of capital formation to the shoulders of the helpless 
working class. Secondly, one would like to examine the evidence, if 
any, suggesting that workers’ standard of living tends to deteriorate 
with increased pace of industrialisation. 


Part II of the book entitled “ Problems of Deepening and Widen- 
ing” is devoted to a discussion of the structure, administration, 
finances, and problems of organisation of trade unions in 
the “underdeveloped” countries. One noteworthy feature of trade 
unionism in the “underdeveloped countries” which the discussion 
brings out is the fact that industrial unionism is the most 
common form of unionism in these countries. The author’s main 
explanation for this phenomenon is based on his “theory of trade 
unionism.” Thus, according to him, in Asia it is the unskilled workers 
who have to “bear the brunt of capital accumulation” whereas the 
skilled workers enjoy higher wages and tend to remain outside the 
fold of early unions. To quote the author: “The unskilled workers 
thus become restive which expresses itself first in strikes and labour 
discontent and ultimately takes the form of union organisation . . .The 
pre-eminence of unskilled workers and lack of interest of the skilled 
workers and technicians in the labour movement influences the growth 
of unions more on industrial, rather than craft lines” (p. 76). These 
sentences again reveal a tendency on the part of the author to theorize 
on the basis of scanty data. As for the prevalence of industrial unionism, 
this seems to be a world-wide phenomenon in recent years. However, 
it would indeed be very useful if students of Asian trade unionism 
would undertake detailed investigations about the evolving structure 
of individual trade unions in these countries. 


In Part III of the book—‘ Methods of Trade Unionism in the 
underdeveloped countries "—the author discusses the methods used by 
trade unions in these countries to achieve their goals. He argues at 
length the case for a new classification of trade union methods into 
those of Autonomous Regulation, Joint Regulation and External 
Regulation, instead of the traditional classification of these methods 
given by the Webbs, viz., the classification into the methods of Mutual 
Insurance, Collective Bargaining, and Legal Enactment. However 
there is. much to. be said. for retaining the old classification while re- 
cognising ‘the fact that. in practice the various methods merge into 
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one another. Dr. Ghosh’s view, ghat arbitration should be grouped 
together with Legal Enactment ami the whole thing called the method 
of External Regulation seems to be particularly misleading. Arbitra- 
tion in its true sense is voluntary in nature and is therefore essentially 
different from Legal Enactment including Adjudication. But on the 
whole, the discussion in this Part of the book seems to be of a fairly 
high order. Dr. Ghosh’s discussion of the scope and nature of 
collective bargaining in India especially seems to be commendable. 


Part IV of the book—* Towards Progress ’—is concerned with a 
discussion of the role of trade unions in promoting economic deve- 
lopment. .No one would disagree with the sound suggestions which 
Dr. Ghosh makes in this part of the book about the measures which 
trade unions may adopt in order to foster economic growth. But one 
would have expected Dr. Ghosh to suggest, on the basis of his study 
of trade unionism in a number of countries, certain concrete measures 
for making the trade unionists more conscious about their constructive 
role. How far, for example, has the system of appointing Trade Union 
Advisers by the Government in Malaya been helpful in making the 
unions more useful? Dr. Ghosh only refers to this interesting ex- 
periment in passing (p. 50). 


Among the relatively minor blemishes of the book must be listed 
the grammatical and spelling mistakes which more careful proof-read- 
ing could have eliminated. The word “ pursue” for instance, has been 
mis-spelt throughout the book. However, in view of its real merits 
as a text-book on the problems of trade unionism in India, the work 
will certainly prove to be popular and it is hoped that these minor 
defects would be corrected in subsequent editions. 


Ahmedabad. (Miss) Rasumi R. Mopr 


Sociology—The Study of Social Systems. By G. DUNCAN MITCHELL, 
University Tutorial Press Ltd., London, 1959, Pp. X+174, 
Price Sh. 11/6. © 


As the author himself is keenly aware this slender volume in sociology 
does not give a complete picture of what sociology is and purports to 
be. What he has attempted “is to outline concisely the hard core of 
a distinguishable discipline and to do so in terms of both subject and 
methods.” In this he has mef with a remarkable success. At no 
point the reader is in doubt as to what the author is talking about. 


The book is divided into three parts. The first part presents \a 
brief history of the development of sociology and deals with the parti- 
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cular approach adopted by the aythor together with a number of 
relevant .analytical concepts and illustration of their use. The 
second and the third parts deal with the analyses of the simple non- 
literate society and the complex urban industrial society respectively 
with the aid of the specified analytical framework. 


For all practical purposes a good portion of the large body of 
sociological literature that has grown since the time of Comte and 
Spencer may safely be thrown overboard. Although the founders of 
sociology intended their discipline to be the scientific study of so- 
ciety, scientific sociology as such is of very recent origion. The earlier 
writers were too preoccupied with their preconceived theories to study 
the subject in a scientific manner. The author therefore rightly disposes 
of the earlier history of the growth and development of sociology in 
the first few pages of the book, 


Fundamental to the analytical approach of the author are the con- 
cepts of social system and social structure refined and popularised by 
Radcliffe-Brown in England and R. K. Merton and Talcott Parsons 
in America. Due attention, therefore, has been given to a clear ex- 
position of these and related concepts. 


Since societies vary in their forms from the simplest to the most 
complex, for analytical purposes they have been divided into two 
broad types of simple and complex societies. This distinction is 
useful because the organising principles of human behaviour tend to 
be different in the two types. For instance, while social organisation 
in simpler societies is based mainly upon kinship it is based in the 
complex societies to a greater extent upon special interests of members. 
The forms of social structure also, therefore, differ. However, as shown 
by the author for analytical purposes the same set of concepts can 
be used in the study of both the types of societies. 


A special feature of the work is that in the examples given the 
author has brought out the practical utility of this type of analysis. 
For those who are concerned with the structure of their society such 
as the social worker, the educationist and the administrator he has 
called attention to the implications of sociological analysis for 
planning and execution of their action programmes. As such the 
book will be of interest to them. In so far as it is a very clear expo- 
sition of one of the most fruitful approaches to sociological analysis 
it can be recommended as a good intreductory work for any one who 
is interested im the subject. 


Bombay, 
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Agricultural Development in Hyderabad State 1900-1956. By B. K. 
Narayan, M.A., Ph.D. 


Since the significance of the region either as a political or an eco- 
nomic entity no more exists, the study undertaken to give an historical 
review of agricultural development and studied to an inch with figures, 
which according to the author, are partly reliable, would have to attract 
the interest of the specialised academician. It may be seen from the 
book that the author attempts to judge the trends of agricultural deve- 
lopment of the region for a period of 50 years, from 1900 to 1956, 
from the available data about the parameters of production. Accept- 
ing as he concludes, that ‘the region is rich in resources,’ firstly, in 
that of land, in the form of soil fertility, minerals: and immense 
water power potentialities and secondly, in that of human resources, 
in the form of ‘ people disciplined and anxious to forge ahead,’ it is 
surprising why he ‘ prefers to ring a note of warning to the posterity.’ 


Even for the period he examines, there seems to be very little 
ground to remain inconclusive, as he does, with regard to trends in 
production, yield, indebtedness, occupational pattern, employment 
and so on. In this respect, though the rate of growth of population 
of Hyderabad State, as shown in the last census, continues contrary 
to the trends in the Indian Union, the rapid acceleration of urbanisa- 
tion in the former, discerned by the increase in the number of towns 
and the fact of a greater fall of rural population of the former than 
that of the latter, may bring about a precipitate fall in population of 
Hyderabad through a decrease in birth-rate consequent upon urban- 
isation. 


As regard the rural employment pattern of the region, the various 
figures presented show slight diversity. However, the large number 
of man-power in the form ‘of 25.2% of the rural population may be 
stated in favour of the figures of non-cultivating occupants as ob- 
tained from the Rural Economy Enquiry in Hyderabad State, 1949-50. 
In such a situation, the emphasis has been rightly laid upon unem- 
ployment, both voluntary and involuntary, rather than on underempoy- 
ment. However, sometimes, irrelevant attention seems to have been 
focussed on the latter. This is because, firstly, from the category of 
‘area under cultivation,’ the extent of the double-cropped area, which 
must be fairly large owing to increase in the area under irrigation 
during the period and the occurrence of rain twice a year, has remained 
unnoticed. -Secondly, in this connection it is necessary.to keep in 
mind the opportunities of employment provided to the cultivator by 
alternate jobs in the form of small industries. Regarding this, the 
figures from the Rural Economic Enquiry in the Hyderabad State 
show that out of 36,013 resident families in the 118 villages surveyed, 
23,192 families or 64.41°%% are dependent entirely or mainly on cul- 
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tivation. From them, 3,509 (9.7% of the total) have subsidiary occu- 
pation, 3,589 (10 of the total) pursue non-cultivating occupation as 
their main profession and have cultivation as a subsidiray occupation 
and the rest 25.6% are employed entirely on non-cultivation work. 
Besides, it is needless to say much about the increase in activities in 
cultivation and the resulting reduction in underemployment consequent 
On increase in credit advances by the co-operatives and the incentives 
provided to the tiller of the land by revolutionary land reforms through- 
out the length and breadth of the region which was over-ridden with 
feudal system since centuries, indicated by the rise in rural wages by 
one and a half times from 1930-31 to 1949-50. 


In fact, the true indicator of rural development of any region is 
the rise in agricultural productivity of the area. From the data at his 
disposal, the author has been able to prove that the per capita rural 
incomes from crops for erstwhile Hyderabad State works out at about 
Rs. 283, which is higher than that for the country as a whole, If, 
this is so, then for the present one may not be so much worried about 
the data of low yield or indebtedness obtained for the study. 


Bombay K. R. PATEr 


Investment and Speculation—A Study by P. U. ParTet, published by 
the author, July 1960. Price Rs. 10/- pp. 206. 


ConTRARY to expectations this book has limited academic significance. 
All it purports to lay bare is some far flung obiter dicta drawn from 
the personal experience of the author. The author seems to have 
some kind of a bias against a scientific approach in economics and 
against economists in general, though he himself does not hesitate to 
quote them or to make use of them wherever it suits him. The utility 
of the scientific approach is underestimated by quoting Alfred Cowles 
who seems to have remarked that forecasts by American professional 
experts over a long period of years would have left an average investor 
neither worse nor better off than if he had been left to himself. Here, 
the author seems to forget that, because of this very reason the 
same Alfred Cowles established a Cowles Foundation for Resaerch 
in Economics to orient a scientific approach in stock market research. 


That economics can forecast certain trends in events of economic . 
importance is no longer a secret nor a debatable point. Statistical 
and mathematical tools have been widely adopted for improving 
the prognostications in this sphere. No doubt the forecast based 
on these methods are valid only under certain assumptions. But these 
are always explicitly stated so that if any forecast based on that 
basis meets a change in the given conditions it warrants a change in 
the conclusion. What India needs today is work along the above 
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lines. Inspite of this, the book contains some sound advice for the 
layman such as to orient investment policies with an eye on yield, as 
well as on capital appreciation, to keep stop loss limits operative at 
all times, and not to lay stress on the techniques of speculation based 
on averaging and pyramiding. However, it seems that in the case 
of pyramiding Mr. Patel has not appreciated the underlying merit 
of the theory, namely, that further purchases of a certain quantity of 
shares on the basis of a-rise or fall in the prices is to be done purely 
from the growth in profits so that given the condition of a stop-loss 
order, the individual concerned has a fair chance of winning. 


Bombay Kers! DooDHA 


The Indian Money Market. By S. R. K. Rao, published by the 
Chaitanya Publishing House, July 1959, pp. 275. 


Tue original manuscript of this consisted of a thesis submitted to the 
Lucknow University for the Ph.D. degree. It is an institutional study 
of the various limbs of the money market such as joint stock banks, 
the central bank, the capital market and the bullion market etc. 
Some economists discourage this kind of work made so popular by 
Veblen, because the function of a thesis is to take up a small problem 
and go into a detailed analysis of the various issues involved. By 
merely analysing published data no benefit is gained. What is essen- 
tial, therefore, is that in the future an integrated approach either of 
the macro dynamics of the Indian Money market may be studied, or 
that a single institution may be selected for intensive analysis. So far 
as the subject matter of the book itself is concerned, it is fairly 
pedestrian. However, it will serve a useful purpose as a compendium 
of coordinated information in the various aspects of the money market. 


Bombay é Kers! DoopHa 





NOTES 
implications of Regional Balance in Planned Growth* 


AN important task of planned development is to make a deliberate 
effort to obtain balanced growth of the different regions in the coun- 
try. This is particularly important for large countries ‘like India. 
Such planned growth raises several. problems to the decision maker. 
On the one hand a concentration of industries in a small area leads 
to many economies specially in the case of large-scale industries, But 
in the long range this may lead to increasing transport costs, shortage 
of labour because of the comparatively smaller mobility in their case, 
and suppression of many potentially important areas of industrial growth 
where necessary facilities exist for development in a more. rudimen- 
tary form. From the stand-point of building up the nation as a 
whole again the social cost of keeping several areas in a backward 
primitive state is very high. It encourages separatism and in the 
end may lead to formation of independent units by the neglected 
areas. In large countries like India, there should therefore be a 
continual balancing of the various factors before the location of in- 
dustries are fixed. 


In many respects the problems of balance between different regi- 
ons in a development programme is similar to the problems of balance 
between different sectors in growth. And, in fact, since the location 
of many industries are determined by natural factors like source of 
raw materials, power etc. it is often found that the two problems can 
and should be studied as a single problem of obtaining the balance 
both in a sectoral (technological) sense as also in a regional sense. 


It is now generally recognised that input-output tables are. very 
useful for planning balanced sectoral growth. It will be shown here 
that simple regional input-output tables may also be extremely useful 
for achieving regional balance in planned development. 


Table (I) shows the regional flows from one province to another 
of Iron and Steel products during 1954 and 1957 and table (II) shows 
the flow of cement during the same time periods. 


These tables being in physical quantities can only be in single 
commodities. Reduced to value they may be combined in various 


* This paper was originally presented for discussion in the Planning Forum 
Seminar organised by the ning Commission at Nainital in September, 1960. 
Research is now being carried on in the Jadavpur University on the problem of 
flows in the Five-Year Plan under the guidance of the senior author, primarily 
by Shri Ranajit Dhar who is responsible for compilation of these tables. 
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ways to give both a regional flow and a sectoral flow at the same 
time. But even in the present partial form it may be seen that many 
important and interesting conclusions may be drawn from uch tables 
regarding the growth of regions in the plan, 


It may be seen that some of the important importers of cement 
in India during 1954-57 are West Bengal, Uttar Pradesh, Punjab, 
Bombay. etc. They are importers of quite substantial quantities of 
cement during this period. The figures in brackets show the average 
mileage traversed by a unit (maund) of cement during its importation. 
The three important importers have reduced this mileage as follows 
during 1954-57: 


Country of destination 1954 1957 


West Bengal 217 165 
Uttar Pradesh 851 831 
Punjab 869 750 


It thus shows that during the plan period each of these province 
has tried to develop sources nearer home in order to reduce transport 
and disperse regionally a very basic industry for development purposes. 
The overall mileage traversed in 1954 for a unit of cement was 473. 
as against 350 in 1957. It thus shows a sensible and useful trend is 
present in the location of the cement industry and attempt is being 
made to disperse the industry in a wide area. 


Table (1) gives the same movement of iron and steel. Naturally 
iron and steel industry being limited by the availability of the raw 
material is more restricted in its scope for dispersion, But even here 
the average mileage per unit shows slight reduction. 


Country of destination 1954 1957 


West Bengal 180 178 
Bihar 17 172 
Uttar Pradesh 626 
Punjab 830 
Madras 1,002 
Bombay 987 
Rajasthan 787 


It is obvious that most of the provinces except Uttar Pradesh and 
Madras. have successfully reduced their cost of transport per unit of 
import of iron and steel products. But in the overall figure (Table I) 
this reduction is not evident. In fact there has been an increase in 
the average mileage from 667 to 711.. This is due to the fact that 
outlying regions from the centres of production are also consuming 
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bigger quantities and the overall average transport usage to be 
rising. This points to the need of developing if possible centres of 
production for these outlying regions, or, nearer to them. Thus in 
spite of attempt of every province to reduce transport, by developing 
local sources, growth of outlying areas may make often demand greater 
than the supply from local sources. The Punjab, for example, reduced 
its use of transport from 837 to 830 miles per unit. But still it is 
the third highest user of transport in importing steel. It consumed 
4.8 million maunds in 1954 with a maund mileage of 4,000 million, 
in 1957 it used 7.3 million with a maund mileage of 6,000 million. 
Naturally the increased consumption of steel by the Punjab raised 
the overall average for India. It thus points out the existence of at 
least one possible source of bottleneck. It may not be possible al- 
ways to avoid such cases as there are other costs to take account of 
but this reveals one of the aspect which needs consideration. 


In the present paper we are just giving a few illustrations of the 
possibility of using regional input-output methods. It is quite possible 
to extend the use of such models to achieve optimum efficiency by 
properly locating the industries and also to keep an eye on the growth 
of all important regional units of the country during the plan periods. 
It is an aspect which should be more carefully looked into if we are 


to avoid the many locational inefficiencies which may become a per- 
manent feature of the economy otherwise because of the heavy invest- 
ment of a fixed nature which becomes inevitable once such growth 
is allowed to take place on a short range partial basis. 


Jadavpur ; A. GHOSH 
University. R. Duar 


Demand for Certain Minerals of India 


AssTRAct the paper discusses how the overseas demand for certain 
minerals of India can be studied by constructing demand functions of 
the type D =aS®P* where D stands for the quantity in demand and S$ 
and P are the factors affecting the demand, their respective elasticities 
being denoted by b and c. The application of such a demand function 
is illustrated by taking manganese-ore as an example. 


In the present context of the Indian economy minerals have a 
duel role to perform. Primarily minerals constitute the basis of 
domestic industrial development while they have a secondary role 

@arners of the much needed foreign exchange which is required 

purchase the capital goods so necessary for industrial development. 
regards the primary role, the table below brings out clearly how 
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the volume index of mineral production closely follows the index of 
industrial production. 


TaBLe I 
Index of mineral production and industrial production 1951-1958 
Index of 
Industrial 
Production (a) 
(Base 1951=100) (Base 1951—100) 





1951 100-0 100-0 
1952 1038-9 108-9 
1953 106-6 105-6 
1954 107-6 112-9 
1955 112-6 122-4 
1956 116-8 182-6 
1957 128-7 187-8 
1958 125-8 189-4 


Source : (a) Monthly Statistics of Production of Selected Industries in India. 


Since the beginning of the First Five Year Plan the index of in- 


dustrial production rose by 39.4 units while in the same period the - 
index of mineral production rose by 25.8 points. With the ambitious 
programme of industrial development we have in view for the country, 
the volume and variety of our mineral production is bound to go up 
considerably and thus, as far as the primary role of minerals is con- 
cerned, namely that of providing basic raw materials for industries, 
there is a tremendous scope for expansion and development. 


As regards the secondary role the mirerals play as foreign ex- 
change earners along with other traditionally exported commodities 
like tea and textiles, the pospects for minerals depend on quite a 
large number of factors—domestic as well as international. It has 
often been mentioned that the mining industry in India has a colo- 
nial status to the extent that it is dependent on export of unprocessed 
raw material and that much more foreign exchange could be earned 
if manufactured and semi-manufacture goods are exported instead. 
Such a diversification in the export trade has already taken place 
to some extent and ferro-manganese is now an exported commodity. 
While this is a much desired orientation, it would take quite some- 
time before manufactured goods can replace raw materials in the field 
of mineral export, since any such replacement can result only from 
rapid industrialisation: The table below gives the value of mineral 
output and the value of exports excluding coal, petroleum and minerals 
for atomic energy. ‘In order to find the dogree of selationship bet- 
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ween these variables the correlation coefficient was estimated. There is 
a positive correlation of 0.57, the standard error of the correlation 
being 0.27. 


Tase Ii 


Value of Output (Pit’s mouth) and exports (f.o.b.) of minerals other than 
coal, petroleum and minerals for atomic energy 1951-58. 
1951 
1952 
1958 
1954 
1955 
1956 
1957 
1958 


Added to these, our developing economy has created acute foreign 
exchange problems which has necessitated stepping up of production 
of minerals such as manganese ore, iron ore and mica for export pur- 
poses. There are indeed short range and long range problems in 
mineral development and it is in regard to the short range problems 
that the secondary role of minerals come into play. The export of 
mineral raw materials like manganese ore, iron ore and mica at the 
present juncture is justifiable not only from the point of view of our 
immediate objectives but also from the point of view of the large 
‘reserves’ that India possesses. There is therefore an urgent need 
to maintain and if possible develop our mineral markets abroad so 
that the minerals in their secondary role as earners of foreign ex- 
change contribute to the growth of domestic industries. 


This requires an intensive study of the demand for Indian mine- 
rals based on quantitative data and consideration of the general eco- 
nomic factors such as growth of. industries in which minerals are 
consumed, prices of minerals etc. In order to study the demand for 
Indian minerals in the overseas market and find out the factors and 
the degree of their impact on the demand, the Statistics Branch of 
the Indian Bureau of Mines has started constructing some demand 
functions by the method of multiple reeression analysis. This method 
consists in attempting to explain the dependent variable in terms of 
individual variates or factors. A short sketch of the regression method 
is illustrated by taking manganese ore as an example. 


Managanese ore is an important item in the manufacture of steel 
and India is a principal supplier of this mineral to U.S.A. which is 
the premier steel producing country of the world. The following table 
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brings out the share of U.S.A. in Indian exports and the share of 
India in American imports. 
( 000 tonnes ) 
Taste Iii : 
Indian exports and American imports of manganese ore 1951-58. 


Indian Exports American Imports 
Year 





Total To U.S.A. Total From India 


1951 1,032 1,726 560 
1952 1,482 1,999 700 
19538 2,825 1,105 
1954 2,085 864 
1955 50 2,055 147 
1956 2,081 589 
1957 46 2,816 721 
1958 2,225 579 


Assuming that the quantity of manganese ore demanded (D) in 
U.S.A. depends upon the price (P) of the manganese ore and the steel 
output in U.S.A. (S),\the relationship can be put in the form D= 
a+ 8S + vP. It would be useful to consider logarithms instead and 
put the equation in the form D=aS"P*. In the above equation* 


the exponents b and c are the elasticities of demand for the mineral 
commodity with respect to the factors S and P. 


By taking logarithms, the above equation can be put in the 
form 


log D= log a+b log S+c log P 
Partial differentiation w.r.t. P yields. 


2D | xP Proportionate change in demand 
D | P ~  Proportionate change in prices 
In other words c is price elasticity of demand for manganese ore. 





Similarly, partial differentiation of the logarithmmic equation (2) 
w.t.t. § would show that 


2D 
D 
manganése ore in relation to the steel output. 


b= 


| which measures the elasticity of. demand for 


* Monograph No. 4, 1955—Department of Census and Statistics, Ceylon, 
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Thus, if we assume that the steel output and the price of man- 


ganese ore affect the demand for manganese ore in U.S.A., the demand 
function can be put in the form 


D =b, + Dpg - pS + bpp. sP 


D = Quantity of manganese ore imported into U.S.A. 

S = Steel output 

P = Price of manganese ore 

b, = regression constant 

bps.p and bpp. are the partial regression co-efficients. If we 


consider the logarithms of the variable the demand function would 
be 


where 


D =b,.S°8-P, povr.s 


in which the exponents are the elasticities ic. if price increases by 
1% the demand for manganese ore falls by bpps per cent. 


Demand functions of the type (A) have a wide field of applica- 
tion. By fitting such functions for India and countries competing 
with India (e.g. Brazil) we can compare the elasticities and deter- 
mine whether 


(a) the American demand for Indian manganese ore is influenc- 
ed more by the prices or the steel output. 


(b) in the event of American steel output going up, there would 
be a larger demand for Indian or Brazilian ore. 


(c) The American demand for Indian manganese ore could be 
stimulated by price reduction. 


(d) in the event of a price increase, India can compete with 
Brazil and other countries in the American market. 


Studies indicated above require comprehensive and accurate data 
which are being collected. The construction and the use of the de- 
mand functions would enable us to take steps necessary to maintain 
the traditional markets and also expand the markets in other areas. 
The increasing trend in the world industrial output in general is bound 
to have a favourable impact on the demand for our minerals and even 
though the traditional markets may not be attractive new directions 
may be developed in our mineral trade. 


V. K, RAMABHADRAN 





